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HMS-Holdings*Corp.

To The Shareholders of HMS Holdings Corp.:

Fiscal 2003 was a year of hard work and performance for our employee-partners. | am proud to report
that HMS Holdings continued on its path of success. It was our first full year following an organizational
restructuring after which we operated our business as two separate wholly owned subsidiaries: Health
Management Systems, Inc. and Accordis Inc. The Company experienced healthy financial performance,
reporting total combined revenue of $74.4 million, an 8% increase over the prior year. .

Health Management Systems, Inc. (HMS), which provides cost containment and recovery services to
state Medicaid programs, reached a historic milestone in 2003 — recovering more than $2 billion in
revenue for public healthcare programs and payors since its inception. This revenue has helped 30
states to meet the fiscal demands of caring for their neediest citizens. HMS’s cumulative recoveries grew
from $1 billion to $2 billion in only three years, a remarkable achievement for our team.

HMS opened its National Service Center in Dallas, Texas, which houses our provider relations,
collections, eligibility verification, and contract development operations for payor clients. The Center
employs advanced call processing, document management, and workflow processing tools to support our
client engagements nationwide.

Revenue from our HMS subsidiary grew 15% from the prior year, reflecting increased revenue from both
existing and new clients. We won competitive procurements in Arkansas and Rhode Island and renewed
contracts in California, Colorado, Maryland, Massachusetts, and Missouri. In several cases, we
expanded the scope of engagements to include additional cost containment initiatives. In Ohio, where we
have been the state’s third party liability contractor since 1999, we were awarded a contract for medical
support enforcement services by the Department of Job and Family Services. HMS also teamed with a
premier government consulting firm to provide similar services to the state of Colorado. We expanded
relationships with channel partners Electronic Data Systems Corporation (EDS) and MAXIMUS, Inc.,
resulting in new engagements in a number of states.

Expanding beyond our traditional client base of state Medicaid agencies, HMS secured business to
provide coordination of benefits services to Medicaid managed care plans, including Great Lakes Health
Plan. Also in 2003, we began work for the Nassau County (NY) Department of Social Services to assist
the county in managing the growing cost of its Medicaid program.

In 2003 HMS launched its COBPlus product, introducing real-time submission for third party pharmacy
claims. As a result, we can now help states to recover pharmacy drug costs faster and more efficiently.

Finally, as the outsourcing vendor to the Florida Agency for Health Care Administration’s Third Party
Liability Unit, HMS announced record recoveries to Florida Medicaid, confirming the benefits of privatizing
revenue enhancement functions.

Accordis, our subsidiary that provides outsourced business office and reimbursement services to
hospitals and other healthcare providers, also continued to make progress in 2003. With a new name
and a separate identity in the provider marketplace, Accordis began to establish itself as a thought leader
in the outsourcing arena.

Notably, three of our largest customers extended their contracts with Accordis in 2003: the Los Angeles
County Department of Health Services, the Chicago Department of Revenue, and the Cook County
Bureau of Health Services. Each of these renewals speaks to our long-term success in working with
large public providers to improve cash collections and reduce costs.



Our outsourcing service for ambulance transport providers grew rapidly with the signing of billing and
collections contracts with the City of Phoenix, Victory Memorial Hospital (NY), and Lutheran Medical
Center (NY). We refined our business model for our engagements with both the New York City Fire
Department and the Chicago Department of Revenue. Today, Accordis processes approximately 800,000
transports annually for clients, nearly twice as many as any cother billing vendor.

Accordis’s reimbursement services division had a noteworthy year, adding more than 40 new hospitals to
our roster of Medicare Bad Debt Recovery and Disproportionate Share Claiming clients. Our new clients
include several prestigious healthcare providers, among them Grady Health System in Atlanta, Medical
College of Georgia, Parkview Health in Indiana, NYU Hospitals Center in New York, and Carilion Health
System in Virginia. We believe that healthcare providers will continue to look to Accordis’s unique
reimbursement offering as a cost-effective solution for obtaining all valid Medicare reimbursement dollars.

Accordis strengthened its outsourcing platform with the addition of experienced business office
outsourcing sales and operational executives. We succeeded in adding several new business office
outsourcing clients, including Williamsburg Regional Hospital in South Carolina and Bywater Hospital in
Louisiana. In addition, our pipeline of outsourcing prospects is robust. With many hospitals facing the
challenge of hiring and retaining skilled patient accounting staff, Accordis offers an affordable means of
delivering revenue cycle expertise and technology. We believe that these new sales confirm the market’s
continuing interest in the low-risk, high value proposition of our business office outsourcing solution.

We have continued to respond and cooperate with the previously announced investigation by the United
States Attorney's office related to billing services provided to a long-standing Accordis client. Despite the
distraction of the investigation, the Company made substantial progress in securing new business and
expanding our service offerings.

Looking ahead to 2004, we expect the Company to continue to grow at an attractive pace for a fourth
consecutive year. With Medicaid spending remaining the second largest state budget item and state
budget deficits expected to total more than $70 billion in 2004, every state is planning Medicaid cost
containment measures. We believe that these drivers will continue to create demand for HMS's services.
Within Accordis, we will continue to promote our business process outsourcing solution for both hospitals
and ambulance transport providers, investing in both product management and sales and marketing. The
market opportunity for Accordis is huge, and new customers make up a growing part of our client base.
We will concentrate efforts on standardizing our outsourcing delivery model to accelerate cash and
increase revenue for our clients.

| want to thank our employee-partners for enabling HMS Holdings to achieve another consecutive year of
growth. Our team remains committed to creating long-term shareholder value. We look forward to
another year of solid financial performance in both HMS and Accordis as we build on our achievements of
2003. We appreciate your support.

Sincerely,
. —_—

William'F. Miller HI
Chairman & Chief Executive Officer
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Special Note Regarding Forward-Looking Statements

This Annual Report on Form 10-K contains “forward-looking” statements within the meaning of
Section 27A of the Securities Act of 1933, as amended, and Section 21E of the Securities Exchange Act of 1934,
as amended. For this purpose any statements contained herein that are not statements of historical fact may be
deemed to be forward-looking statements. Without limiting the foregoing, the words “believes,” “anticipates,”
“plans,” “expects” and similar expressions are intended to identify forward-looking statements. These
statements involve unknown risks, uncertainties and other factors, which may cause our actual results to differ
materially, form those implied by the forward looking statements. Among the important factors that could cause
actual results to differ materially from those indicated by such forward-looking statements include those risks
identified in “Item 7 — Management’s Discussion and Analysis of Financial Condition and Results of Operations
— Risk Factors” and other risks identified in this Form 10-K and presented elsewhere by management from time
to time. Such forward-looking statements represent management’s current expectations and are mherently
uncertain. Investors are warned that actual results may differ from management’s expectations.

PART1
Item 1. Business
Overview

At a special meeting held on February 27, 2003, the shareholders of Health Management Systems, Inc.
approved the creation of a holding company structure. Following that meeting, all the outstanding shares of Health
Management Systems, Inc. common stock were exchanged on a one-for-one basis for the shares of common stock
of HMS Holdings Corp., the new parent company. The adoption of the holding company structure, pursuant to an
Agreement and Plan of Merger approved at the shareholders meeting, constituted a reorganization with no change in
ownership interests and no dilutive impact to the former shareholders of Health Management Systems, Inc.

HMS Holdings Corp. furnishes revenue recovery, cost containment and business office outsourcing
services to healthcare providers and payors. We help our clients increase revenue, accelerate collections, and
reduce operating and administrative costs. We operate two businesses through our wholly owned subsidiaries,
Health Management Systems, Inc. (Health Management Systems) and Accordis Inc. (Accordis).

Health Management Systems works on behalf of government healthcare programs to contain costs by
recovering expenditures that were the responsibility of a third party, or that were paid inappropriately. Health
Management Systems’ clients include state and county Medicaid programs, their managed care plans, child support
enforcement agencies, state prescription drug programs and other public programs. By assisting these agencies in
properly accounting for the services they deliver, we also help ensure that they receive the full amount of program
funding to which they are entitled.

Accordis provides business office outsourcing services for hospitals, emergency medical transport
agencies, and other healthcare providers. These business office services may include identifying third-party
resources, submitting timely and accurate bills to third-party payors and patients, recovering and properly
accounting for the amounts due, responding to customer service questions from patients, and securing the
appropriate cost-based reimbursement from entitlement programs. Clients may outsource the entirety of their
business office operations to us, or discrete components of the revenue cycle.

Healthcare Reform And Regulatory Matters

The healthcare reimbursement landscape continues to evolve. Federal, state, and local governments, as well
as other third-party payors, continue their efforts to reduce the rate of growth in healthcare expenditures. Many of
these policy initiatives have contributed to the complex and time-consuming nature of obtaining healthcare
reimbursement for medical services.




Hospitals are subject to comprehensive federal and state regulation, which affects hospital reimbursement.
Medicaid and Medicare account for a significant portion of hospital revenue. Since adoption, the Medicaid and
Medicare programs have undergone significant and frequent changes, and it is realistic to expect additional changes
in the future. Our services are subject to regulations pertaining to billing for Medicaid and Medicare services, which
primarily involve record keeping requirements and other provisions designed to prevent fraud. We believe that we
operate in a manner consistent with such regulations, the enforcement of which is increasingly more stringent.
Violations of such regulations could adversely affect our business, financial condition and results of operations.

The Medicare program is administered by the Center for Medicare and Medicaid Services (CMS), an
agency of the United States Department of Health and Human Services. CMS currently contracts with several
intermediaries and fiscal agents to process regional claims for reimbursement. Although CMS has established the
regulatory framework for Medicare claims administration, Medicare intermediaries have the authority to develop
independent procedures for administering the claims reimbursement process. The Medicaid program is subject to
regulation by CMS, but is administered by state governments. State governments provide for Medicaid claims
reimbursement either through the establishment of state operated processing centers or through contractual
arrangements with third-party fiscal agents who operate their own processing centers. The requirements and
procedures for reimbursement implemented by Medicaid differ from state to state. Similar to the claims
administration processes of Medicare and Medicaid, many national health insurance companies and self-insured
employers adjudicate claims through local or regional offices. Consequently, because guidelines for the
reimbursement of claims are generally established by third-party payors at local or regional levels, hospital and
other provider reimbursement managers must remain current with the local procedures and requirements of third-
party payors. Generally, we are required to maintain standards of confidentiality that are comparable to those of an
agency administering the Medicare or Medicaid program when we use data obtained from such programs.

The Health Insurance Portability and Accountability Act of 1996 requires the Secretary of Health and
Human Services to adopt national standards for certain types of electronic health information transactions and the
data elements used in such transactions and to adopt standards to ensure the integrity and confidentiality of health
information. All covered entities (providers, payors, and clearinghouses) will be mandated to implement
administrative, physical, and technical safeguards to protect health data covered by HIPAA. The regulations are in
the following stages of finalization and implementation:

Transaction and code set standards. The final regulation governing transaction and code set standards was
published and was expected to become effective on October 16, 2002. However, on December 27, 2001
the Administrative Simplification Compliance Act (ASCA) was enacted providing for a one-year extension
of the date for complying with the HIPAA standard transactions and code set requirements for any covered
entity that submits to the Secretary of Health and Human Services a plan on how the entity will come into
compliance with the requirements by October 16, 2003. We submitted such a plan to be in full compliance
with the standard transaction and code set requirements by the October 16, 2003 deadline. As of October
16, 2003, however, a number of providers, payors and clearinghouses were still not ready to submit and/or
accept certain standard transactions. CMS, as well as a number of fiscal intermediaries and other payors,
announced transition time periods during which legacy transaction and code set formats would still be
accepted, albeit for a limited time only. In these instances, as applicable, we continue to test with those
trading partners operating under transition plans and expect to be fully compliant by the time the transition
time periods expire.

Privacy Regulation. The privacy regulation was published as a final regulation and became effective on April
14, 2001, requiring all covered entities to be fully compliant by April 14, 2003. The final changes to the
HIPAA Privacy Rule were published in the Federal Register on August 14, 2002. The April 14, 2003,
compliance date was not changed, although the date by which covered entities must have business associate
agreements in place was, under certain circumstances, extended beyond April 2003. We believe we were in
full compliance with the privacy regulation by the April 14, 2003 deadline and continue to be compliant.

Data Security. The data security regulation was published as a final regulation on February 20, 2003, with
an effective date of April 21, 2003. Full compliance is required two years after the effective date.



Any material restriction on the ability of healthcare providers and payors to obtain or disseminate health
information could adversely affect our business, financial condition, and results of operations. With the release of
the final HIPAA Privacy and Security rules, the "protection of individually identifiable healthcare information”
becomes a key component of the way we and other covered entities perform our day-to-day business.

On January 31, 2003, we announced that we had received a subpoena from the United States Attorney’s office
for the Southern District of New York in connection with an investigation under the Health Insurance Portability and
Accountability Act of 1996 relating to possible federal health care offenses. See Item 3. Legal Proceedings.

Principal Products And Services
Accordis

Accordis offers hospitals, emergency medical transport providers and other healthcare providers Business
Office Outsourcing services and Reimbursement services.

Business Office Outsourcing Services. Our business office outsourcing services encompass all or a portion
of the patient accounting activities that make up a healthcare provider's revenue cycle. Such revenue cycle activities
may include third-party resource identification and validation, submission of timely and accurate bills to primary
and secondary payors, generation of patient statements, response to patient and third-party questions, recovery of
payments due, and proper accounting for payments, contractual allowances and write-offs. These services are
designed to increase the provider’s revenue, improve the proportion of provider gross charges ultimately collected,
accelerate cash flow, lower days in accounts receivable, and reduce administrative costs. A client may outsource one
or more aspects of its patient accounting processes or may outsource the business office in its entirety. In some
cases, our services are used by providers who need assistance in liquidating aged or complex accounts. At the
request of a client, we are also able to provide bad debt collection services through a wholly owned subsidiary.

Emergency Medical Transport Provider Services. We offer our clients a combination of technology, data
processing capacity, and revenue cycle expertise to assist ambulance providers in improving cash flow and reducing the
cost to bill and collect. Accordis applies its revenue management expertise to ensure optimal reimbursement for all
types of ambulance service providers—hospital-based, private, and municipal, reducing the significant administrative
burden of billing third parties and patients. We utilize our proprietary AccessLine system to track all liquidation
activity associated with ambulance accounts, and provide clients with real-time access to account information.

Reimbursement Services. Our Reimbursement services ensure that healthcare providers correctly
document services which qualify for special reimbursement through the Medicare Cost Report and other
governmental payment mechanisms.

Coinsurance and deductible balances constitute a significant and growing component of Medicare
reimbursement. The Federal government recognizes that these balances often remain uncollected, and
allows for a cost report adjustment to claim these amounts as bad debt expense; however, the reporting
requirements are very demanding. Our Medicare Bad Debt reporting service accurately documents
qualifying balances and assists clients in supplying all documentation required for governmental audit.

Since 1986, Medicare has allowed hospitals serving a disproportionate share of low-income
patients to claim additional Federal reimbursement to offset the expense of serving this population. Again,
the reporting requirements are significant, and require an increasing amount of reconciliation between the
hospital's own records and government systems. Our Disproportionate Share reporting service assists
hospitals in qualifying for reimbursement under this program, through the Medicare cost report related
filings and professional support during audits.

The enrollment of uninsured patients in Medicaid programs is an important component of the
registration process for providers who serve the uninsured. Our Medicaid Application Services unit works at
the front-end of the healthcare process to evaluate patients for potential Medicaid eligibility, and to provide
support throughout the application process. These services positively impact hospitals' cash flow, as well as
enabling providers to ensure complete reimbursement under programs such as Disproportionate Share.




Hospitals that support medical education programs contribute substantially to the advancement of the
medical field, but incur significant incremental expenses as a result. The Medicare Indirect Medical Education
(IME) Program allows providers to claim incremental reimbursement for these expenses. Through reporting
and claim development, we help providers to meet the reporting requirements of this program.

Health Management Systems

Health Management Systems offers a variety of services that help government healthcare entitlement
programs, most notably state Medicaid agencies, contain costs and recover revenue. To date, these revenue
recoveries total more than $2.0 billion — a milestone we surpassed in October 2003.

Our services derive from the complexity of Medicaid and other healthcare entitlement programs, and the
many rules that govern relationships among them. Established in 19635, Medicaid is administered by individual
states, and is jointly funded by the federal and state governments. Because Medicaid is the “payor of last resort,”
the federal government imposed statutory obligations in the early 1980s requiring states to actively recover
payments made 'on behalf of beneficiaries who have other forms of third-party health insurance.

In 1985, Health Management Systems began offering state Medicaid agencies services to identify third
parties with prior liability for Medicaid claims. Using proprietary information management techniques, we have
developed methodologies that generally include the following steps:

e Identification: We use proprietary software to match Medicaid and other program data files to insurance
eligibility files obtained by us from third parties such as Medicare, Commercial Insurers, HMOs, Third
Party Administrators, TRICARE, and others. This process identifies potential third-party eligibility.

e Validation: After identification of potential third-party liability, we validate insurance eligibility by
verifying coverage for specific benefits. This process is performed by deploying automated electronic
transactions and call center representatives

e Recovery: When eligibility and coverage are in effect for a specific Medicaid member and related episode
of care, we pursue recovery of the Medicaid payment from the liable third-party. Most often we recover
from third-parties through direct billing of insurers or disallowance of overpayments to the provider of
services. On occasion, we recover payments through negotiated settlements.

e Cost Avoidance: Upon verification of coverage or payment of claims by liable third-parties, we
electronically submit this coverage data to our Medicaid clients. This data is used to avoid paying similar
claims for the Medicaid member on a going forward basis.

These proprietary information management techniques and methodologies are the foundation for our suite
of coordination of benefits (COB) services among government programs and other sources of healthcare coverage.
Specifically:

e COBConnectSM identifies third-party payment sources (e.g., commercial insurance plans, Medicare, the
Department of Defense TRICARE program), and recovers public health plan expenditures when third-
party liability exists. COBConnect also includes the identification and recovery of accident-related
medical costs where a casualty insurer should pay in lieu of Medicaid, or where a deceased beneficiary’s
estate should reimburse Medicaid.

o COBPlus Pharmacy Services identifies and recovers pharmacy expenditures by Medicaid and other state-
funded pharmacy programs in cases where third-party liability exists.

¢ COBConnectSM Kids provides comprehensive medical support enforcement, helping state Medicaid and child
support enforcement agencies identify health plan coverage available to children through their non-custodial or
custodial parents. Health Management Systems then provides assistance with health plan enrollment.



In addition, Health Management Systems offers:

o Overpayment Recovery Services, which identify and recover excess payments for healthcare services,
payments made in error, duplicate payments, and other inappropriate payments.

o Revenue Full Actualization Services, which help ensure that states receive the full amount of federal
healthcare and human service funding to which they are entitled.

Customers

Accordis’ clients are public, voluntary and for-profit acute care hospitals and associated clinics, emergency
medical transport agencies, large physician practices and skilled nursing facilities. Among Accordis’ clients are the
nation's three largest public health systems and the two largest emergency medical transport agencies. We engage in
both multi-year and short-term engagements with our clients and substantially all of the engagements provide for
contingent fees calculated as a percentage of the amounts recovered or collected for the client.

Health Management Systems’ clients primarily consist of government healthcare and human services
agencies within state and county governments. We also serve managed care plans that work with these agencies.
Typically, clients award contracts for three to five year terms, and we receive contingency fees calculated as a
percentage of the amounts recovered. We now have contracts with 21 states.

Our largest client is the Los Angeles County Department of Health Services in California. This client
accounted for 12%, 14%, and 12% of our total revenue in the fiscal years ended December 31, 2003, 2002 and
2001, respectively. The loss of this customer would have a material adverse effect on Accordis and HMS Holdings
Corp. We provide Los Angeles County {or designated facilities within Los Angeles County) with, among other
services, secondary third-party resource identification and recovery services, commercial insurance billing services,
Medi-Cal billing and follow-up services, and financial management and consulting services relating to both
inpatient and outpatient accounts. Either party may terminate the agreement with or without cause upon written
notice (10 days notice for Los Angeles County and 30 days notice from us), except that financial management and
consulting services require 90 days written notice of termination. We provide services to this client pursuant to a
contract awarded in April 2003 for a one-year period with two annual automatic renewals through June 2006. We
have been providing services to this client for more than 20 years.

The clients constituting our ten largest clients change periodically. The concentration of revenue in such
accounts was 63%, 56% and 51%, of our revenue in the fiscal years ended December 31, 2003, 2002 and 2001,
respectively. In many instances, we provide our services pursuant to agreements subject to competitive re-
procurement. All of these agreements expire between 2004 and 2008. We cannot provide any assurance that any of
these agreements will be renewed and, if renewed, that the fee rates will be equal to those currently in effect.

Market Trends/Opportunities
Accordis

A number of factors are forcing healthcare providers to manage their patient accounts more efficiently.
Although the aggregate Medicare and Medicaid funding received by hospitals may be growing, federal and state
healthcare cost control initiatives are acting to reduce the proportion of Medicare- and Medicaid-classified hospital
charges that are reimbursed by government sources. The coordination of benefits associated with ongoing changes
to the eligibility for, and coverage available under, governmental, managed care, and commercial insurance
programs is increasingly complex. The rising underinsured and uninsured populations pose a significant challenge
especially to public hospitals, which comprise a considerable portion of our client base. As providers deliver
increasingly more services in outpatient settings, their accounts receivable portfolios have become skewed toward
high volume, low balance accounts, creating significantly more work for the business office staff. With the
increasing complexity of the healthcare reimbursement environment and shortages of qualified labor in many areas,
it is more and more difficult for an individual provider institution to maintain in-house the expertise required to
operate patient accounting functions. As a result of these pressures, and as well to reduce cost, providers are now
engaging outside help at an earlier stage in the revenue cycle and are seeking help in executing more of the




functions of their business offices. A number have entirely outsourced the management of their patient accounting
functions, as they seek to focus limited management and financial resources on the delivery of patient care.

We offer providers a cost-effective outsourcing alternative by virtue of our specialized workforce, through
which we offer business office expertise, aptitude with patient accounting technology-based tools, extensive
knowledge of federal, state, and local health regulations and experience in dealing with government agencies,
commercial insurance companies, and others involved in administering medical assistance or insurance programs.

Health Management Systems

Health Management Systems’ business is defined by the nation’s expensive and complex system of
government-funded healthcare including entitlement programs such as Medicaid, Medicare, and programs administered
by the Veterans’ Administration, the Department of Defense, and the Public Health Service. In addition, state
governments operate their own programs to address the healthcare needs of their citizens. Several factors drive the
financial characteristics of this market: (1) the hierarchy of programs and payors, (2) the shared funding of programs
between federal and state governments (varying by state and program), (3) the funding mechanisms — the government
budget and appropriations process, and (4) the steadily rising cost of healthcare in the country.

In 2002, government programs accounted for 46%, or $736 billion, of the $1.6 trillion spent on healthcare
in the United States, according to CMS. Since then, government healthcare spending, especially for Medicaid, has
only increased. More Americans have enrolled in the Medicaid program, bringing the total number of beneficiaries
to 51 million. For fiscal year 2004 Medicaid spending is expected to reach $304 billion, making Medicaid the
largest healthcare payor in the country — even more than Medicare with projected spending of $289 billion.

As these programs have grown, so too has the need for proper coordination of benefits. Recent CMS data
show that 5.8% of Medicare claims were inappropriately paid in fiscal year 2003 — representing $11.6 billion in
spending. And as much as 10% of Medicaid expenditures are estimated to result from errors or payments where
third-party liability existed.

Since 2001, the weak economy has reduced state tax revenues, creating budget shortfalls that will total
more than $70 billion in fiscal year 2004, according to the Kaiser Commission on Medicaid and the Uninsured.
Medicaid is the second largest expenditure for states and has become a natural target for budget cutting. Indeed, all
50 states implemented Medicaid cost containment measures in fiscal year 2003. Despite these efforts, Medicaid
spending grew 9.3% over the previous year, and each state has planned similar cost containment measures for 2004.

Furthermore, the much-publicized enactment of a Medicare prescription drug benefit may complicate the
coordination of benefits between the program and Medicaid. Beginning in 2006, the new legislation will make
Medicare responsible for drug costs that previously were paid through Medicaid. While alleviating some of the
financial burdens for states, however, the legislation also creates new administrative responsibilities for them.
These responsibilities, combined with “clawback™ payments that states will be required to make to the federal
government, will offset much of the Medicaid cost savings. In fact, the Congressional Budget Office estimates that
the Medicare law may actually increase state Medicaid spending over the next several years.

Competition
Accordis

Accordis competes with large computer software and systems vendors that provide healthcare business
office outsourcing services (e.g., Seimens, Perot Systems, ACS, and McKesson), national collections companies
(e.g., Outsourcing Solutions, Inc. and NCO Group, Inc.), large consulting and public accounting firms and with the
many regional and local companies that provide accounts receivable management services.

We compete on the basis of our healthcare business office and payor program expertise, proprietary
technology and systems, existing relationships, long-standing reputation in the provider market segment, and pricing.
We also believe that no single competitor competes on a national basis across the full range of services we offer.



Health Management Systems

Health Management Systems targets federal and state healthcare programs, Medicaid managed care plans,
state prescription drug programs, child support enforcement agencies, and other public programs. We compete
primarily with Public Consulting Group, with large national public accounting firms, and with small regional firms
specializing in one or more of our services. We compete on the basis of our dominant position in the coordination of
benefits marketplace, our extensive eligibility database, our proprietary systems, historically high recovery rates,
and pricing.

Business Strategy
Accordis

The Accordis business strategy is to offer hospitals, emergency medical transport services and other
healthcare providers a comprehensive outsourcing solution for their business office requirements. These Business
Office Outsourcing services have been designed to capitalize on our extensive knowledge of federal, state, and local
healthcare regulations and the healthcare business office, our experience in dealing with third-party payors, our
information processing capabilities, and our specialized workforce. We distinguish our services from those offered
by other vendors through our capacity to craft custom solutions, the business office and third-party claiming
environment expertise of our staff, our proprietary technology and our substantial installed reference base.
Additionally, our proprietary on-line information processing network, AccessLine, enables us to consolidate
account information for each patient, enhance account data obtained from clients through electronic links to external
databases, generate claims to third parties, and organize account information in a format that facilitates cost-
effective processing and recovery activities. AccessLine terminals placed onsite provide the client with instant
access to individual account status.

Our business strategy has several elements, including:

Procurement of Contracts for Healthcare Systems. We intend to direct sales and marketing efforts
towards large hospital systems comprising multiple facilities in multiple states as a means of accelerating
market penetration, increasing the cost-effectiveness of our services, and positioning us as a premier
provider of business office services.

Focus on Outreach to C-Level Executives. QOutsourcing a hospital business office is a strategic
decision by the hospital to focus on its core competencies and mission of providing healthcare services.
Consequently, the decision is made at the executive levels. Accordis will target Chief Financial Officers
and Chief Executive Officers in efforts to promote outsourcing as a viable alternative to in-house
management of the business office.

Expansion to Full Outsourcing. We will continue to extend our engagements to encompass total
business office outsourcing, helping providers to increase cash collections, accelerate cash flow, and
reduce costs. '

Further Development of Existing Clients. In many cases, we provide limited services to a client and
may be one of several companies providing such services. Consequently, we believe we have significant
opportunities to expand the scope of services provided to such clients.

Health Management Systems
The Health Management Systems business strategy includes the following initiatives:
e Grow Client Base. Besides working to add clients in its core market of state Medicaid programs, Health
Management Systems expects to increase the number of clients it serves in other government healthcare

sectors. These include Medicaid managed care plans, child support enforcement agencies, and federal
healthcare programs.




o Lead Through Technology Innovation. Health Management Systems has recently implemented Web-based
tools, such as our “eCenter” portal, to expand clients’ access to information on the progress of their
revenue recovery projects. We also have been more fully leveraging automated workflow tools, document
imaging, and advanced call processing systems to enhance our services. In addition, we plan to offer
technology solutions to streamline interaction with healthcare providers, and to expedlte the adjudication of
third-party pharmacy claims at near-real-time speeds.

o FExpand Marketing with Channel Partners. We have partnered with several “best of breed” organizations
to reach prospective clients and offer enhanced services to existing clients. These partners include
software, services and consulting organizations, most notably EDS and MAXIMUS. We plan to explore
opportunities for additional collaborations, with these and other partners.

s Migrate Clients to Full Outsourcing. State Medicaid agencies have long accepted the practice of business
process outsourcing, particularly in the area of administrative and information systems operations. We see
opportunity to move clients toward outsourcing their COB functions as well. In doing so, we will build on
the success of our work with the Florida Medicaid program, where we have served as the COB outsourcer
since November 2001. In 2003, we increased the program’s annual revenue recoveries by $38 million over
2001 levels, and increased annual cost avoidance savings by $282 million.

Employees

As of December 31, 2003, we employed 493 employees. No employees are covered by a collective
bargaining agreement or are represented by a labor union. We believe our relations with our employees are good.

Financial Information About Industry Segments

Specific financial information with respect to our industry segments is provided in Note 14, Segment and
Geographical Information, of the Notes to Consolidated Financial Statements.

Available Information

We maintain a website that contains various information about us and our services. It is accessible at
www.hmsholdings.com. Through our website, shareholders and the general public may access free of charge (other
than any connection charges from Internet service providers) filings we make with the Securities and Exchange
Commission as soon as practicable after filing. Filing accessibility in this manner includes the Annual Report on
Form 10-K, Quarterly Reports on Form 10-Q,current reports on Form 8-K and Proxy Statements.

Item 2. Properties

Our New York City corporate headquarters consists of approximately 81,000 square feet. In addition, as of
December 31, 2003, we lease approximately 145,000 square feet of office space in 15 locations throughout the
United States. See Note 13(a) of the Notes to Consolidated Financial Statements for additional information about
our lease commitments.

Item 3. Legal Proceedings

(a) HHL Financial Services

On June 28, 1998, eight holders of promissory notes (the "Notes") of HHL Financial Services, Inc.
("HHL") commenced a lawsuit against us and others in the Supreme Court of the State of New York, County of
Nassau, alleging various breaches of fiduciary duty between 1990 and 1996 against HHL (the first cause of action)
and that defendants intentionally caused HHL’s default under the Notes (the second cause of action). The complaint
alleged that the defendants caused HHL to make substantial unjustified payments to us which, ultimately, led to
defaults on the Notes and to HHL's filing for Chapter 11 bankruptcy protection in 1997. The plaintiffs sought
damages in the.amount of $2.3 million (for the unpaid notes) plus interest. As a result of motion practice before the
Bankruptcy Court, the breach of fiduciary duty claim was dismissed. A motion to dismiss the remaining cause of
action, for tortious interference with contract, was denied by the New York Supreme Court, and an appeal was
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taken. On March 3, 2003, the Appellate Division Second Department affirmed the lower Court’s decision holding
that the Complaint pleaded a cognizable cause of action for tortious interference. In February 2004, the parties
agreed on a settlement. The settlement, as recognized in the Company’s financial statements for the year ended
December 31, 2003, after available insurance recoveries, was immaterial.

(b) Subpoena from the United States Attorney’s Office

On January 31, 2003, we announced that we had received a subpoena issued under the Health Insurance
Portability and Accountability Act of 1996 from the United States Attorney’s Office for the Southern District of
New York in connection with an investigation relating to possible federal health care offenses. The subpoena
sought the production of certain documents from January 1982 to present relating to medical reimbursement claims
submitted by us to Medicare, Medicaid, and other federal healthcare programs, particularly on behalf of a
significant client of Accordis.

Our Board of Directors appointed a special committee to oversee our response to the investigation. We
continue to cooperate fully with the investigation.

Private parties may assert claims against healthcare providers for violations of healthcare laws in actions
known as gui tam suits. In these cases, the complaints filed by private litigants are sealed with the court, pending a
decision by the government as to whether it will intervene in, and take control of, the litigation. If the government
declines to intervene, the private litigant may independently pursue the case against the healthcare provider. In the
course of discussions with the United States Attorney’s Office, we learned that a gui ram lawsuit has been filed
against us in the U.S. District Court for the Southern District of New York. Because the gui tam complaint remains
sealed, we have not had any opportunity to review its allegations. We believe, however, that it is likely that the
complaint primarily relates to the matters covered by the government’s subpoena. We intend to vigorously defend
any gui tam proceeding that is asserted against us.

We are not able to give any assurances as to the duration or outcome of the investigation or as to the effect
that any proceedings that may be brought by the government may have on our financial condition or results of
operations. The initiation of proceedings against us, even if we are ultimately successful in defending them, could
have a material adverse effect on our business, financial condition or results of operations.

Other legal proceedings to which we are a party, in the opinion of our management, are not expected to
have a material adverse effect on our financial position, results of operations, or liquidity.

Item 4, Submission of Matters to a Vote of Security Holders
Not applicable.
PART II

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities

Our common stock is included in the NASDAQ-AMEX National Market System (symbol: HMSY). As of
the close of business on March 14, 2004, there were approximately 6,000 holders of our common stock, including
the individual participants in security position listings. We have not paid any cash dividends on our common stock
and do not anticipate paying cash dividends in the foreseeable future. Our current intention is to retain earnings to
support the future growth of our business.

The table below summarizes the high and low sales prices per share for our. common stock for the periods indicated,
as reported on the NASDAQ National Market.
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HIGH LOW

Year ended December 31, 2003

Quarter ended December 31, 2003 $4.60 $2.73
Quarter ended September 30, 2003 4.02 2.57
Quarter ended June 30, 2003 3.01 2.03
Quarter ended March 31, 2003 3.80 2.00
Year ended December 31, 2002:
Quarter ended December 31, 2002 $4.03 $3.00
Quarter ended September 30, 2002 3.62 2.40
Quarter ended June 30, 2002 5.14 2.87
Quarter ended March 31, 2002 5.55 2.95

Equity Compensation Plan Information

The following table summarizes the total number of outstanding options and shares available for other
future issuances of options under all of our equity compensation plans as of December 31, 2003.

Number of securities remaining

Number of securities to Weighted-average available for future issuance
be issued upon exercise exercise price of under equity compensation
of outstanding warrants, outstanding warrants,  plans (excluding securities
options and rights options and rights reflected in columeu (a)
Plan Category (a) (b) (c)

Equity Compensation Plans

approved by Shareholders (1) 4,886,312 $3.10 994,976 (2)

Equity Compensation Plans not

approved by Shareholders (3) 1,450,000 $1.25 -

Total 6,336,312 $2.68 994,976

1) This includes options to purchase shares outstanding: (i) under the 1999 Long-Term Incentive Plan, (ii) the
1995 Non-Employee Director Stock Option Plan, and (iii) 250,000 options approved by shareholders and
granted to a director in June 2002.

2) Ofthese shares: (i) 922,226 shares remain available for future issuance under our 1999 Long-Term
Incentive Plan, and (i1) 72,750 shares remain available for issuance under the 1995 Non-Employee Director
Stock Option Plan.

3) Options issued under plans not approved by the shareholders include (i) 750,000 options granted in
January 2001 to our Chairman and Chief Executive Officer in connection with his joining us, and (ii)
700,000 options granted in March 2001 to our President and Chief Operating Officer in connection with
his joining us.
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Ttem 6. Selected Financial Data

SELECTED CONSOLIDATED FINANCIAL DATA (see Notes)
(In Thousands, Except Per Share Data)

Two Months
ended
Years ended December 31, Fiscal Years ended October 31, December3l,
2003 2002 2001 2000 1999 2000
Statement of Operations Data:
Revenue:
Accordis $ 37,265 $ 36,331 $ 31,329 $ 42,562 $ 39,195 $ 5474
Health Management Systems 37,096 32,283 27,419 22,287 28,755 3,733
74,361 68,614 58,748 64,849 67.950 9,207
Cost of services 72,481 71,656 76,818 76,520 65,905 10,895
Operating income (loss) 1,880 (3,042) (18,070) (11,671) 2,045 (1,688)
Gain on sale of assets - - 1,605 - - -
Net interest and net other income 256 517 667 1,024 1,206 138
Income (loss) from continuing operations
before income taxes and cumulative
effect of change in accounting principle 2,136 (2,525) (15,798) (10,647) 3,251 (1,550)
Income tax expense (benefit) - - - (4,530) 1,149 (642)
Income (loss) from continuing operations
before cumulative effect of change in
accounting principle 2,136 (2,525) (15,798) 6,117) 2,102 (908)
Discontinued operations:
Income (loss) from discontinued operations, net 212 - (5,053) 2,656 5,381 (35
Estimated gain (loss) on disposal of
discontinued operations, net - 3,460 (200) - -
Gain on sale of discontinued operations, net - - 1,587 - - -
Discontinued operations 212 3,460 (3,666) 2,656 5,381 (943)
Cumulative effect of change in accounting
principle, net of tax benefit - - - (21,965) - -
Net income (Joss) $ 2348 $ 935 $ (19,464) $ (25,426) $ 7483 (943)
Per Common Share Data:
Basic income (loss) per share:
From continuing operations S 0.12 $ 0.14) $ (0.88) $ 0.35) $ 0.12 $ (0.05)
From discontinued operations 0.01 0.19 0.21) 0.15 0.31 -
From change in accounting principle - - - (1.26) - -
Total S 0.13 S 0.05 $ (1.09) $ (1.46) $ 0.43 S (0.05)
Weighted average common shares, basic 18,330 18,199 17,857 17,467 17,357 17,252
Diluted income (loss) per share:
From continuing operations $ 0.11 8 (0.14) $ (0.88) 3 (0.35) $ 0.12 $ (0.05)
From discontinued operations 0.01 0.19 0.21) 0.15 0.31 -
From change in accounting principle - - - (1.26) - -
Total S 0.12 $ 0.05 $ (1.09) S (1.46) $ 0.43 $ (0.05)
Weighted average common
shares, diluted 20,132 18,199 17.857 17,467 17419 17,252
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SELECTED CONSOLIDATED FINANCIAL DATA, continued (see Notes)

December
December 31, December 31, December 31, October 31, October 31, 31,
2003 2002 2001 2000 1999 2000

Balance Sheet Data:

Cash and short-term investments  $ 26,715 § 25,282 $ 25,042 $ 16,740 $ 33.817 § 13,574
Working capital 33314 28,625 26,238 30,562 58,437 29,055
Total assets 63,123 61,666 60,394 79,563 123,367 75,637
Shareholders' equity 50,607 47,768 45,781 65,598 91,232 64,673

Notes to Selected Consolidated Financial Data

¢ Included in each respective year's amounts are the revenue and costs associated with the following acquisitions,
accounted for using the purchase method of accounting : assets of the former Health Receivables Management,
LLC acquired June 1999,

¢ Regarding Restructuring Costs and Other Charges, see Notes 11 and 12 of the Notes to Consolidated Financial
Statements.

e  After analyzing the SEC’s “Frequently Asked Questions and Answers” bulletin released on October 12, 2000
pertaining to Staff Accounting Bulletin No. 101, Revenue Recognition in Financial Statements (SAB 101), we
elected early adoption for our fiscal year ended October 31, 2000, implementing a change in accounting in
regard to revenue generated from clients seeking reimbursement from third-party payors where our fees are
contingent upon the client’s collections from third parties. As of November 1, 1999, we recognized revenue
pertaining to such clients once the third-party payor remitted payment to its client. The change reduced revenue
by $3.0 million and increased net loss by $503,000 for fiscal year 2000, excluding the cumulative effect of the
change. The cumulative effect pertaining to this change as of the beginning of our fiscal year 2000 was $22.0
million, net of tax benefit.

e Discontinued Operations. In fiscal year 2001, we sold Health Care microsystems, Inc. which operated as our
Decision Support Group (DSG), and implemented a formal plan to close the Payor Systems Group (PSG)
through an orderly wind-down of its operations. As these two businesses were previously presented as separate
reportable segments and represented separate classes of customers and major businesses, the operating results
are presented as discontinued operations for all periods presented. See Note 12 of the Notes to Consolidated
Financial Statements.

Item 7. Management’s Discussion and Analysis of Financial Condition and Results of Operations
Critical Accounting Policies

Revenue Recognition. We principally recognize revenue for our service offerings when third party payors
remit payment to the our customers. This policy is in effect because our fees are principally contingent upon our
customers’ collections from third parties. Due to this revenue recognition policy, our operating results may vary
significantly from quarter to quarter because of the timing of such collections by our customers and the fact that a
significant portion of our operating expenses are fixed.

Accounting for Income Taxes. We have incurred net operating losses for tax purposes during the last five
years prior to the year ended December 31, 2003, resulting in cumulative federal net operating loss carry-forwards
of $23 million as of December 31, 2003. In addition to other items expensed for financial reporting purposes that
were not currently deductible for tax purposes, these net operating loss carryforwards result in gross deferred tax
assets. We must assess the likelihood that the gross deferred tax assets, net of any deferred tax liabilities, will be
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recovered from future taxable income and to the extent we believe the recovery is not likely, we have established a
valuation allowance.

Significant management judgment is required in determining this valuation allowance. We have recorded a
valuation allowance of $8.6 million as of December 31, 2003, due to uncertainties related to our ability to utilize
some of our net deferred tax assets, primarily consisting of certain net operating loss carry-forwards before they
expire. The valuation allowance is based on our estimate of taxable income and the period over which the net
deferred tax assets will be recoverable. In the event that these estimates differ or we adjust these estimates in future
periods we may need to establish an additional valuation allowance which could materially impact our financial
position and results of operations. '

Conversely, if we are profitable in the future at levels which cause management to conclude that it is more
likely than not that we will realize all or a portion of the net deferred tax assets, for which a valuation is currently
provided, we would record the estimated net realizable value of the net deferred tax asset at that time and would
then provide income taxes at a rate equal to our combined federal and state effective rate of approximately 43%.

The net deferred tax asset as of December 31, 2003 was $8.9 million, which is net of a valuation allowance
of $8.6 million.

Valuation of long lived and intangible assets and goodwill. Goodwill, representing the excess of
acquisition costs over the fair value of net assets of acquired businesses, is not amortized but is reviewed for
impairment at least annually and written down only in the periods in which it is determined that the recorded value
is greater than the fair value. For the purposes of performing this impairment test, our business segments are our
reporting units. The fair values of those reporting units, to which goodwill has been assigned, 1s compared with
their recorded values. If recorded values are less than the fair values, no impairment is indicated. No impairment
loss resulted from the initial goodwill impairment test in 2001, or from the annual impairment tests that were
performed during 2003 and 2002. Goodwill acquired in business combinations completed before July 1, 2001 had
been amortized through December 31, 2001 on a straight-line basis over a period of ten to forty years.

Long-lived assets are reviewed for impairment whenever events or changes in circumstances indicate that
the carrying value may not be recoverable. Factors we consider important which could trigger an impairment
review include the following:

Significant underperformance relative to expected historical or projected future operating results;
Significant changes in the manner of our use of the acquired assets or the strategy for our overall business;
Significant negative industry or economic trends;

Significant decline in our stock price for a sustained period; and

o  Our market capitalization relative to net book value.

We determine the recoverability of the carrying value of our long-lived assets based on a projection of the
estimated undiscounted future net cash flows expected to result from the use of the asset. When we determine that
the carrying value of long-lived assets may not be recoverable, we measure any impairment by comparing the
carrying amount of the asset with the fair value of the asset. For identifiable intangibles, we determine fair value
based on a projected discounted cash flow method using a discount rate reflective of our cost of funds.

Estimating valuation allowances and accrued liabilities, such as bad debts, and restructuring charges. The
preparation of financial statements requires our management to make estimates and assumptions that affect the
reported amount of assets and liabilities and disclosure of contingent assets and liabilities at the date of the financial
statements and the reported amounts of revenues and expenses during the reported period. Specifically, management
must make estimates of the uncollectability of our accounts receivable. Management specifically analyzes accounts
receivable and analyzes historical bad debts, customer concentrations, customer credit-worthiness, current economic
trends and changes in our customer payment terms when evaluating the adequacy of the allowance for doubtful
accounts. The accounts receivable balance was $17.3 million, net of allowance for doubtful accounts of $3.5
million as of December 31, 2003.
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Management has estimated a certain amount of charges as of December 31, 2003 related to restructuring
activities. We have recorded an estimated liability based on a reasonable assessment of the probable costs to be
incurred. As additional information becomes available, we may revise the estimates. Such revisions in estimates of
the potential restructuring liabilities could materially impact the results of operation and financial position.

Discontinued Operations. The accompanying financial statements are prepared using discontinued
operations accounting for our discontinued DSG and PSG businesses. Under discontinued operations accounting,
amounts are accrued for estimates of our expected liabilities related to discontinued operations through their
eventual discharge. In July 2001, we determined to proceed with an orderly closure of PSG by accelerating a wind-
down of its remaining operations. The DSG business was sold in December 2001. At December 31, 2003, there
were no remaining liabilities of the discontinued operations and any adjustments related to costs to be incurred
during the close down or losses from operations, have been reflected in the 2003 and 2002 as discontinued
operations. In the event that any liabilities should arise from these discontinued operations, there could be a
material impaction our financial position and results of operations.

The above listing is not intended to be a comprehensive list of all of our accounting policies. In many
cases, the accounting treatment of a particular transaction is specifically dictated by accounting principles generally
accepted in the United States of America, with no need for management's judgment in their application. There are
also areas in which the audited consolidated financial statements and notes thereto included in this Form 10-K
contain accounting policies and other disclosures required by accounting principles generally accepted in the United
States of America.

Strategic Review

In late ifiscal year 2000, we began a strategic examination of our operating businesses and general business
strategies to implement a focused business plan, divest non-strategic assets and reduce infrastructure and overhead costs.
At the end of calendar year 2001, we completed our strategic review and are now organized around two core businesses,
Accordis and Health Management Systems, with a business plan focused on growing revenues and increasing
profitability. As a consequence of the strategic review, we incurred restructuring charges, discontinued operating two
business segments, one through closure and one through sale, and divested certain non-strategic assets as follows:

Divestitures and Monetization of Non-Strategic Assets
As a fundamental element of the strategic review, we completed the following divestitures:

Sale of EDI business. In January 2001, we sold our electronic transaction processing (EDI) business,
consisting of substantially all the assets of our wholly owned subsidiary, Quality Medi-Cal Adjudication,
Incorporated, and certain assets of its wholly owned subsidiary, Health Receivables Management, Inc. The sale
price of $3.0 million resulted in a pre-tax loss of $100,000. This business was a commodity billing service, and we
determined the service was more appropriately purchased from specialized external vendors.

Sale of CDR business. In July 2001, we sold our credit balance audit business through the sale of
substantially all the assets of our wholly owned subsidiary, CDR Associates, Inc. The sale price of $3.2 million
resulted in pre-tax gain of $1.7 million. The business was not core to our technology-based third party liability
processing business, and consequently we sought to monetize this non-strategic asset through its sale.

Sale of Health Care microsystems, Inc. In December 2001, we sold our wholly owned subsidiary, Health
Care microsysteins, Inc. which operated as our Decision Support Group. The sale price of $9.8 million resulted in a
pre-tax gain of $1.9 million. We had originally entered the software business in 1995 through our merger with
HCm, a company that furnished microcomputer-based distributed decision support software systems and consulting
services to healthcare providers and payors. We determined this business was not critical to our strategy of
providing business office outsourcing services. As this business was a separate reportable segment, representing a
separate class of customer and major business, its operating results are presented as discontinued operations for all
periods presented.
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Closure of Payor Systems Group. Our Payor Systems Group, which consisted of Health Information
Systems Corporation and its sole operating subsidiary, Health Systems Architects, Inc., furnished various
information technology based consulting and other services, and software products to managed care organizations,
In March 2001, the PSG business received notification from its development partner, canceling their participation in
our managed care system development initiative. As a consequence, we recognized a restructuring charge of $5.1
million and an asset impairment charge of $3.5 million associated with the PSG business. Later in June 2001 the
PSG business received a cancellation notice from its largest customer. In light of these events, we determined to
proceed with an orderly closure of PSG by accelerating a wind-down of its remaining operations. As this business
was a separate reportable segment, representing a separate class of customer and major business, its operating
results are presented as discontinued operations for all periods presented.

Restructuring Charges, Asset Impairments, and Other Items

In addition to the business divestitures and closure discussed above, we incurred several other charges

resulting from the strategic review of our business operations, infrastructure, and management team. In particular:

e In April 2001, we incurred a restructuring charge of $800,000 for facility exit costs and employee severance
costs associated with the closure of our Washington, D.C. office.

o  Throughout 2001, we incurred $1.4 million in compensation costs for severance and retention bonuses that
were paid during the year, resulting from our divestiture efforts and headcount reduction efforts.

¢ In December 2001, we incurred a restructuring charge of $1.8 million consisting of $500,000 for severance
costs associated with reductions in the information technology and facilities maintenance departments, and $1.3
million for facility exit costs associated with a plan to reduce the amount of office space we occupy at our
headquarters in New York City. This office space reduction effort culminated in our executing a sublease in
January 2003, resulting in an additional restructuring charge of $800,000 in December 2002 for facility exit
costs. In December 2003, we increased this restructuring charge by $352,000 reflecting higher than estimated
real estate taxes.

e In December 2001, we recognized a charge of $1.3 million for the impairment of goodwill resulting from the
1997 acquisition of the Global business unit.

Current Overview

Following the Strategic Review discussed above during 2001 we have focused on our two operating
businesses, Health Management Systems and Accordis. Our goals have been to strengthen the operational
management teams, improve and further develop our service delivery capabilities, clarify our targeted customer
bases and how best to reach those audiences, increase revenue through new client acquisition and expansion of
opportunities with existing clients, rationalize our cost structure, and develop long-term strategies for the future of
the businesses.

We believe at this time that these initiatives have been largely completed and we are focused on continued
revenue growth and client acquisition, superior execution of service delivery, and on-going maintenance of the
appropriate strategic agendas for the future.

Revenue Considerations

A macro economic factor in our Health Management Systems business is the rising cost of healthcare and
the rising cost of entitlement programs such as Medicaid. Medicaid has grown on average approximately 10% per
year over the last several years, while currently State budgets nationwide are under increasing strain due to
decreasing revenues reflecting the status of the overall national economy and increasing state expenditures. In light
of these circumstances and consistent with national business trends, State governments are more receptive to
engaging vendors to help in coordination of benefits and cost containment activities. This serves as another
underlying factor in the opportunity in our marketplace for revenue growth. What remains unknown is whether
Health Management Systems will be successful in the awarding of these contracts. An ongoing uncertainty in the




Health Management Systems marketplace is the increased government scrutiny of entitlement programs such as
Medicaid and the continuing national dialogue on reforming the country’s healthcare system. '

Qur Accordis business also benefits from the increase in healthcare spending over the last several years.
Healthcare providers and in particular hospitals face a more difficult financial climate as costs increase at a
disproportionate rate with reimbursements from both managed care payors and entitlement programs. Consistent
with national business trends toward outsourcing, we expect to see an increase in the opportunity for Business
Office Outsourcing with healthcare providers as they focus on managing their cost infrastructures by focusing on
their core missions and examining opportunities to decrease costs in non-core activities. What remains unknown is
whether and how quickly healthcare providers, primarily hospitals, will act on outsourcing their businesses offices
and whether Accordis will be a successful vendor in securing such contracts. During the last few years Accordis
has experienced substantial success providing specialized Reimbursement Services to hospitals. These services
consist of Medicare Bad Debt Reporting, Disproportionate Share reporting, Medicaid Application services, and
Medicare Indirect Medical Education Program reimbursement. Also, during the last two years Accordis has
experienced substantial success providing revenue cycle management services to Emergency Medical Transport
Providers in the form of technology based billing and collection services designed to optimize reimbursement,
improve cash flow and reduce the cost to perform these functions. What remains unknown is whether Accordis can
continue to maintain this level of success in the marketplace with its Reimbursement and Emergency Medical
Transport Provider service.

Most of our client engagements are unique in their scope and the particular needs and environment of the
client; as a consequence, we do not have general key performance indicators for our two businesses that we use to
measure their success. However, within each client engagement there are specific metrics and goals that
management measures to monitor performance and success against client and our own expectations.

Almost all of our business is on a contingency fee basis where we recognize revenue only after our client
has received payment from a third-party. In addition, many of the services we perform in both our businesses are
project based in nature, which often recur on an annual basis, but do not necessarily recur on a monthly or quarterly
basis. This can lead to significant quarterly variations in revenue and operating results, as our operating expenses
are largely fixed on a quarter to quarter basis. See a more detailed discussion in the Risk Factors section, below.

Operating Expenses

At the beginning of 2003, as a final element to the Strategic Review and focus on our two core remaining
operating businesses, we implemented a corporate re-organization, placing the Health Management Systems and
Accordis operations into separate corporate entities and creating HMS Business Services as a provider of data
processing and general and administrative services to these two operating businesses. This action has provided for
greater operational and financial management of the two businesses with improved clarity on the financial
relationships in each business and their respective operating results, including the charges for services provided by
the shared services entity.

As a service company, 50% to 55% of our operating expenses are compensation. We adjust our employee
headcount based on known business needs and current expectations about the near term future. Based on recent
operating results, compensation expense does tend to grow with increases in revenue although not on a directly
corresponding basis since many employee functions do not require additional staff as revenue increases.

Direct Project expenses are incurred based on the requirements of particular client engagements and have
averaged approximately 17% to 18% of revenues on an annual basis, with quarterly fluctuations of plus or minus 2%.

Occupancy and Data Processing expenses have not been substantially impacted by our growth in revenue over

the past couple of years. These are largely infrastructure costs that would only be effected by significant changes in the
business, either dramatic growth or shrinkage, or a dramatic change in our operational delivery model.
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Other Operating expenses reflect certain costs of doing business such as insurance, legal fees, accounting
and tax fees, and costs associated with the requirements of being a publicly traded company. Other significant
components of this category of expense are business expenses for other external professional services based on the
needs of the operating business, travel and entertainment expenses, employee recruiting, training and activity costs,
and miscellaneous office expenses.

Operating Results

Aside from the discussion above regarding revenue fluctuations due to our revenue recognition policy and
the project nature of some of our revenues, our operating expenses can increase based on discrete spending
activities such as the legal fees we incurred in 2003 related to the investigation by the United States Attorney’s
Office. Similarly, in the first half of 2002, we continued to incur costs related to two discretionary initiatives, that
were subsequently cancelled. One of the initiatives was a new service development effort and the other was a data
processing system reconfiguration effort, both of which increased our compensation, data processing and other
operating costs expense categories.
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Years Ended December 31, 2003 and 2002
Continuing Operations:

The following table sets forth, for the periods indicated, certain items in our Consolidated Statements of
Operations expressed as a percentage of revenue:

Years Ended
December 31,
2003 2002
Revenue 100.0% 100.0%
Cost of services:
Compensation 52.6% 55.1%
Data processing 6.3% 8.7%
Occupancy 7.5% 8.5%
Direct project costs 17.4% 16.8%
Other operating costs 13.2% 14.0%
Restructuring costs 0.5% 1.3%
Total cost of services 97.5% 104.4%
Operating income (loss) 2.5% (4.4)%
Net interest income 0.4% 0.8%
Income (loss) from continuing operations before income taxes 2.9% (3.6)%
Income taxes - -
Income (loss) from continuing operations 2.9% (3.6)%
Income from discontinued operations 0.3% 5.0%
Net income 3.2% 1.4%

Revenue for the year ended December 31, 2003 was $74.4 million, an increase of $5.7 million or 8.4%
compared to revenue of $68.6 million in the prior fiscal year ended December 31, 2002.

Health Management Systems, which provides third party liability identification and recovery services to
state Medicaid agencies, generated revenue of $37.1 million in 2003, a $4.8 million or 14.9% increase over the prior
year revenue of '$32.3 million. This increase primarily reflected $500,000 of revenue during the current year from
two new state clients and $1.6 million related to the expansion of services for an existing client. In addition,
revenue increased by $3.8 million across the comparable client base reflecting specific non-recurring revenue
opportunities with certain clients based on their particular needs, differences in the timing of when client projects
were completed in the current year compared with the prior year, and changes in the volume, yields and scope of
client projects. Non-recurring revenue opportunities are generally situations where we have an opportunity to earn
additional revenue from a client which we do not expect will recur in the current year or which did not exist in the
prior year. These increases were partially offset by a $1.1 million decrease in revenue resulting from the
termination of two client relationships in the prior year.

Accordis, which provides outsourced business office services for hospitals, generated revenue of $37.3
million in 2003, .a $900,000 or 2.6% increase from the prior year revenue of $36.3 million. This increase primarily
consisted of $4.0 million of revenue from four new customers since the prior year period and a $2.0 million increase
with four customers resulting from an expansion in the scope of services provided. These increases were partially
offset by a decrease in revenue of $2.8 million across the comparable client base reflecting specific non-recurring
revenue opportunities with certain clients based on their particular needs, differences in the timing of when client
projects were completed in the current year compared with the prior year, and changes in the volume, yields and
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scope of client projects. There was also a reduction in revenue of $2.3 million associated with 12 terminated or
inactive customer relationships. These decreases in revenue across the comparable client base and the decrease
associated with terminated or inactive client relationships include an estimated permanent revenue loss in the second
quarter of $1.2 million attributable to processing delays and other impacts of the redirection of operational resources
to regulatory matters. See Part I-Item 3. Legal Proceedings.

Operating expenses as a percentage of revenue were 97.5% in the current year compared to 104.4% in the
prior year and for 2003 were $72.5 million, an increase of $800,000, or 1.2%, compared to prior year operating
expenses of $71.7 million. The increased operating expenses in 2003 were principally due to the increases in
revenue in both of the operating businesses. As discussed below in more detail, legal fees associated with our
response to the subpoena from the United States Attorney’s Office were substantially offset by several non-
recurring charges in 2002.

Compensation expense as a percentage of revenue was 52.6% in the current year compared to 55.1% in the
prior year and for 2003 was $39.1 million, an increase of $1.3 million, or 3.5% from the prior year period expense
of $37.8 million. This dollar increase resulted from general increases in compensation rates and the cost of
employee benefits. At December 31, 2003, we had 493 employees, compared to 506 employees at December 31,
2002. The current year headcount and related compensation expense reflects a shift to service center employees for
the provision of business outsourcing services from higher paid information technology employees.

Data processing expense as a percentage of revenue was 6.3% in the current fiscal year compared to 8.7%
in the prior fiscal year and for 2003 was $4.7 million, a decrease of $1.1 million or 21.3% compared to the prior
year expense of $6.0 million. The prior year costs included $1.3 million associated with service development and
system enhancement and reconfiguration activities that were terminated in the second quarter of 2002, including a
charge of $600,000 for the disposal and impairment of hardware and software items.

Occupancy expense as a percentage of revenue was 7.5% in the current year compared to 8.5% in the prior
year and for 2003 was $5.6 million, a decrease of $300,000 or 4.4% from the prior year expense of $5.9 million.
This net decrease reflects subletting one floor at our New York City headquarters, partially offset by nominal
increases in rent and other occupancy expenses.

Direct project expense as a percentage of revenue was 17.4% in the current year compared to 16.8% in the
prior year and for 2003 was $12.9 million, an increase of $1.4 million or 12.4% from the prior fiscal year expense
of $11.5 million. This increase reflects a $900,000 increase in expense related to Accordis, and a $500,000 increase
in expense related to Health Management Systems. The Accordis increase was principally due to increased
subcontractor expenses of $1.2 million and $400,000 of increased mailing costs partially offset by a $500,000
reduction in professional fees based on the particular mix of client engagements. The increase related to Health
Management Systems is consistent with a 14.9% increase in revenues.

Other operating expenses as a percentage of revenue were 13.2% in the current year compared to 14.0% in
the prior year and for 2003 were $9.8 million, an increase of $200,000 or 1.7% compared to the prior year expense
of $9.6 million. This net increase resulted from $2.2 million in expenses primarily for legal fees associated with our
response to the subpoena from the United States Attorney’s Office and increased insurance costs of $300,000 which
were partially offset by (1) a decrease of $1.2 million primarily for consulting and professional service fees
associated with a service development initiative and a system reconfiguration effort, both of which were terminated
in the second quarter in 2002; (2) $700,000 of expense in the prior year period related to certain stock option grants
to members of the Board of Directors; and (3) a reduction in all other expenses of $400,000.

Restructuring costs as a percentage of revenue were 0.5% in the current year compared to 1.3% in the prior
year and in 2003 were $400,000 a decrease of $500,000 from 2002. Restructuring costs in 2002 reflect: (1) an
$800,000 restructuring charge associated with reducing the amount of office space we occupy at our headquarters in
New York City based on an executed sublease and (2) an additional $100,000 in facility exit costs associated with
the closure of our Washington, D.C. office. In 2003, restructuring charges reflect an additional $400,000 associated
with higher than estimated real estate taxes on sublet office space.
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Operating income for the year ended December 31, 2003 was $1.9 million compared to an operating loss
of $3.0 million for the prior year. The Accordis operating loss was $4.6 million for the year ended December 31,
2003 compared 'to an operating loss of $7.6 million in the prior year. Health Management Systems had an operating
profit of $6.5 million for the year ended December 31, 2003 compared to an operating profit of $4.6 million in the
prior year. The decrease in the Accordis operating loss largely reflects several non-recurring items in 2002
including $4.1 million in expenses for service development initiatives and system enhancement and reconfiguration
activities partially offset by the $2.2 million in expenses primarily for legal fees associated with the investigation by
the United States Attorney’s Office. The increase in Health Management Systems operating profitability largely
reflects the increase in revenue discussed above.

In 2003 and 2002, we did not recognize any income tax benefit (expense) against our income (loss) from
continuing operations or the income from discontinued operations. We have incurred significant taxable losses the
last several years. Most of our deferred income tax assets are in the form of net operating loss carry-forwards. A
recoverability analysis was performed based on our recent taxable loss history and projections of future taxable
operating results.

Net interest income of $300,000 in fiscal year 2003 compared with $500,000 in the prior year reflects a
shift to shorter term investments and a reduction in market interest rates.

Income from continuing operations was $2.1 million in the current year compared with a loss of §2.5
million in the prior year. The $4.6 million increase in income largely reflects the reduction of non-recurring charges,
restructuring charges, asset impairments and asset write-offs during the current fiscal year discussed above as well
as the effects of increased revenue, particularly in our Health Management Systems business.

Discontinued Operations

As more fully discussed in Part 1. Item 1. Business, Note 1(b) and Note 12(b) of the Notes to Consolidated
Financial Statements, we reported the results of PSG and DSG as discontinued operations for all periods presented.
Income from discontinued operations in 2002 of $3.5 million was principally attributable to (1) a $2.7 million
termination fee which was not included in the original loss on disposal estimate for PSG, (2) a reduction in the
estimated loss on disposal of PSG of $448,000 based on actual operating results, and (3) $311,000 resulting from
the favorable resolution of certain DSG operating liabilities. Income from discontinued operations for PSG in 2003
of $212,000 reflects the actual operating results for that period which were not previously included in the estimated
loss on disposal estimate for PSG.
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Year Ended December 31, 2002 and 2001
Continuing Operations:

The following table sets forth, for the periods indicated, certain items in our Consolidated Statements of
Operations expressed as a percentage of revenue:

Years Ended
December 31,
2002 2001
Revenue 100.0% 100.0%
Cost of services: '
Compensation ‘ 55.1% 57.5%
Data processing 8.7% 15.6%
Occupancy 8.5% 10.6%
Direct project costs 16.8% 22.7%
Other operating costs 14.0% 17.6%
Restructuring costs 1.3% 3.9%
Impairment of assets - 2.3%
Amortization of intangibles - 0.6%
Total cost of services 104.4% 130.8%
Operating loss (4.4% (30.8)%
Gain on sale of assets - 2.8%
Net interest income 0.8% 1.1%
Loss from continuing operations before income taxes (3.6)% (26.9%
Income taxes - -
Loss from continuing operations (3.6)% (26.9%
Income (loss) from discontinued operations 5.0% (6.2)%
Net income (loss) 1.4% (33.1)%

Revenue for the fiscal year ended December 31, 2002 was $68.6 million, an increase of $9.9 million or
16.9% compared to revenue of $58.7 million in the year 2001.

Health Management Systems, which provides third party liability identification and recovery services to
state Medicaid agencies, generated revenue of $32.3 million in 2002, a $4.9 million or 17.7% increase over the prior
year revenue of $27.4 million. This increase primarily reflected $3.6 million of revenue during the current year
from five new state clients, including a contract re-award with an expanded scope of services. In addition, revenue
increased by $2.7 million across the comparable client base reflecting specific non-recurring revenue opportunities
with certain clients based on their particular needs, differences in the timing of when client projects were completed
in the current year compared with the prior year, and changes in the volume, yields and scope of client projects.
Non-recurring revenue opportunities are generally situations where we have an opportunity to earn additional
revenue from a client which we do not expect will recur in the current year or which did not exist in the prior year.
These increases were partially offset by a $1.4 million decrease in revenue resulting from the sale of the business of
our former CDR Associates subsidiary in July 2001.

Accordis, which provides outsourced business office services for hospitals, generatéd revenue of $36.3
million in 2002, a $5.0 million or 16% increase from the prior year revenue of $31.3 million. This increase
primarily consisted of $3.2 million of revenue from 19 new customers since the prior year period, and a $2.5 million
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increase with three customers resulting from an expansion in the scope of services provided. In addition, revenue
increased by $2.7:million across the comparable client base reflecting specific non-recurring revenue opportunities
with certain clients based on their particular needs, differences in the timing of when client projects were completed
in the current year compared with the prior year, and changes in the volume, yields and scope of client projects.
These increases were partially offset by a decrease in revenue of $3.4 million associated with 17 terminated or
inactive customer relationships.

Operating expenses as a percentage of revenue were 104.4% in 2002 compared to 130.8% in the prior
fiscal year and for 2002 were $71.7 million, a decrease of $5.1 million, or 6.6%, compared to prior year operating
expenses of $76.8 million. Operating expenses in 2002 included a $900,000 restructuring charge and, as discussed
in more detail below, 2001 operating expenses were adversely impacted by several non-recurring charges,
restructuring costs, asset impairments, write-offs and higher costs of service development initiatives.

Compensation expense as a percentage of revenue was 55.1% in 2002 compared to 57.5% in the prior year
and for 2002 was $37.8 million, an increase of $4.0 million, or 11.9% from the prior year period expense of $33.8
million. This increase resulted from an increase in staff, reflective of the growth in revenues and general increases
in compensation rates, partially offset by a decrease of $1.2 million from the sale of the business of our CDR
Associates subsidiary in July 2001, At December 31, 2002, we had 506 employees, compared to 433 employees at
December 31, 2001.

Data processing expense as a percentage of revenue was 8.7% in 2002 compared to 15.6% in the prior
fiscal year and for 2002 was $6.0 million, a decrease of $3.2 million or 35.0% compared to the prior year expense of
$9.2 million. The prior year costs included: (a) a charge of $1.4 million associated with the write-off of internally
developed software initiative based on our assessment of the project’s future prospects, (b) a related charge of $1.5
million for external software commitments which had been integral to the same project, but were no longer of value
to us, and (c) a charge of $300,000 for two unrelated software assets that were no longer in use. Partially
offsetting these déecreases was a current year charge of $600,000 for the disposal and impairment of hardware and
software items resulting from the termination of an unrelated service initiative.

Occupancy expense as a percentage of revenue was 8.5% in 2002 compared to 10.6% in the prior fiscal
year and for 2002 was $5.9 million, a decrease of $300,000 or 5.6% from the prior fiscal year expense of $6.2
million. This decrease was principally due to reductions in utilities, services and other expenses generally as a
result of prior year reductions in space.

Direct project expense as a percentage of revenue was 16.8% in 2002 compared to 22.7% in the prior fiscal
year and for 2002 was $11.5 million, a decrease of $1.9 million or 14.1% from the prior fiscal year expense of $13.4
million. During 2001, Accordis recognized bad debt expense of $2.7 million related to a receivable due from the
District of Columbia. See Note 3 of the Notes to Consolidated Financial Statements. Partially offsetting this
reduction in bad debt expense was a $1.0 million increase in expense related to Accordis, and a $200,000 decrease
in expense related to Health Management Systems. The Accordis increase was principally due to the 16% increase
in revenue. The decrease related to Health Management Systems reflects a $600,000 reduction in marketing partner
expenses reflecting a change in business strategy for engaging new clients partially offset by increased expenses
associated with a 17.7% increase in revenues.

Other operating expenses as a percentage of revenue was 14.0% in 2002 compared to 17.6% in the prior
year and for 2002 were $9.6 million, a decrease of $700,000 or 6.7% compared to the prior year expense of $10.3
million. Consulting and professional fees including related travel costs decreased by $500,000, from $4.0 million in
2001 to $3.5 million in 2002, principally due to two service development and system enhancement and
reconfiguration activities that were terminated in the second quarter of 2002.

Restructuring costs as a percentage of revenue were 1.3% in 2002 compared to 3.9% in the prior year and
in 2002 were $900,000, a decrease of $1.4 million from 2001. The restructuring costs in 2001 reflect the net of: (1)
a total charge of $1.8 million in December 2001, consisting of $1.3 million for facility exit costs to vacate one floor
at our New York'City headquarters, and $500,000 for severance costs associated with reductions in the information
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technology and facilities maintenance departments, (2) a net charge of $800,000 for facility exit costs and employee
termination costs associated with the closure of our Washington, D.C. office in March 2001, and (3) in October
2001, a $300,000 reduction to the restructuring charge incurred in October 2000 associated with a facility
consolidation initiative that was subsequently not undertaken. Restructuring costs in 2002 reflect: (1) an additional
$800,000 restructuring charge associated with reducing the amount of office space we occupy at our headquarters in
New York City based on an executed sublease and (2) an additional $100,000 in facility exit costs associated with
the closure of our Washington D.C. office.

In December 2001, we recognized an impairment of assets charge of $1.3 million for the full impairment of
goodwill which arose from our 1997 acquisition of the Global computerized medical record based processing
system business unit. The impairment charge was measured based on the projected discounted future cash flows
from the business unit over the remaining 15 year amortization period of the goodwill using a discount rate
reflective of our cost of funds.

Operating loss for the year ended December 31, 2002 was $3.0 million compared to $18.1 million for the year
ended December 31, 2001. The Accordis operating loss was $7.6 million for the year ended December 31, 2002
compared to an operating loss of $14.6 million in the prior year. Health Management Systems had an operating profit
of $4.6 million for the year ended December 31, 2002 compared to an operating loss of $3.5 in the prior year. The
decrease in the Accordis operating loss largely reflects several non-recurring items in 2001 including $3.2 million in
data processing charges associated with a specific internal development initiative as discussed above, and the $2.7
million bad debt charge related to a receivable from the District of Columbia. The return of Health Management
Systems to operating profitability largely reflects the increase in revenue discussed above, and the absence of the prior
year non-recurring charges including a $1.3 million goodwill impairment charge for the Global business unit and the
$800,000 restructuring charge associated with closing the Washington D.C. office.

In 2001, we recognized a net gain on sale of assets of $1.6 million from the sale of our EDI business in
January 2001 and our CDR business in July 2001. The sale of the EDI business resulted in a loss of $100,000 on a sale
price of $2.8 million; the sale of the CDR business resulted in a gain of $1.7 million on a sale price of $3.2 million.

In 2002 and 2001, we did not recognize any income tax benefit against our losses from continuing
operations or the net losses from discontinued operations, but did recognize in 2001 a current income tax expense of
$312,000 from the gain on sale of HCm. This absence of an income tax benefit in 2001 reflects an increase in our
valuation allowance for the recovery of our net deferred income tax assets. We have incurred significant taxable
losses the last several years. Most of our deferred income tax assets are in the form of net operating loss
carryforwards. The recoverability analysis was performed based on our recent taxable loss history and projections
of future taxable operating results.

Net interest income of $500,000 in fiscal year 2002 compared with $700,000 in the prior year reflected a
shift to shorter term investments and a reduction in market interest rates.

Loss from continuing operations was $2.5 million in 2002 compared with a loss of $15.8 million in the
prior year. The $13.3 million reduction in loss largely reflects the reduction of non-recurring charges, restructuring
charges, asset impairments and asset write-offs during the current year discussed above.

Discontinued Operations:

As more fully discussed in Part 1. Ttem 1. Business, and Note 1(b) of the Notes to Consolidated Financial
Statements, we reported the results of PSG and DSG as discontinued operations for all periods presented. Income
from discontinued operations in 2002 of $3.5 million was principally attributable to (1) a $2.7 million termination
fee which was not included in the original loss on disposal estimate for PSG, (2) a reduction in the estimated loss on
disposal of PSG of $448,000 based on actual operating results, and (3) $311,000 resulting from the favorable
resolution of certain DSG operating liabilities. Loss from discontinued operations for 2001 was $3.7 million. The
2001 loss from discontinued operations reflects a restructuring charge of $5.1 million and an asset impairment
charge of $4.6 million incurred in the PSG business during April 2001, upon the loss of its development partner.
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The restructuring charge related to the write-off of the subject development initiative and related employee
terminations and facility exit costs. The asset impairment charge related to the write-off of goodwill and other
intangibles associated with our prior acquisition of the PSG business. We determined to close PSG in July 2001,
and the estimated loss on disposal of $200,000 represented the anticipated loss during the wind-down period. We
sold our wholly owned subsidiary, HCm, which had operated as DSG, in December 2001, recognizing a gain, after
income tax expense, of $1.6 million on a sale price of $9.8 million. Thus, net loss on discontinued operations was
$3.7 million in 2001.

Net income was $935,000 in 2002 or $.05 per common share compared to a loss of $19.5 million or $1.09
per common share in the prior year.

Off-Balance Sheet Arrangements
We do not have any off-balance sheet arrangements.
Liquidity and Capital Resources

Historically, our principal sources of funds are operations and the remaining proceeds: from our initial
public offering in 1992. At December 31, 2003, our cash and short-term investments and net working capital were
$26.7 million and $33.3 million, respectively. Although we expect that operating cash flows will be a primary
source of liquidity, the current significant cash and short term investment balances and working capital position are
also fundamental sources of liquidity and capital resource. The current cash and short term investment balances
are more than sufficient to meet our short term funding needs that are not met by operating cash flows. Operating
cash flows could be adversely affected by a decrease in demand for our services. Our typical customer relationship,
however, usually has a duration of several years, such that we do not expect any current decrease in demand. We
estimate that we will purchase approximately $1.5 million of property and equipment during 2004, which is
consistent with the amounts purchased on average during recent years. The payments due by period for our
contractual obligations, consisting principally of facility lease obligations and equipment rental and software license
obligations, are as follows (in thousands):

Less than
Total One Year 2-3 Years 4-5 Years After S years
Operating leases $38,420 $6,242 $9,177 $7,003 $15,998

We have entered into sublease arrangements for some of our facility obligations and expect to receive the
following rental receipts (in thousands):

Less than ,
Total One Year 2-3 Years 4-5 Years After 5 years
$10,132 $2,220 $3,727 $1,523 $2,662

For the year ended December 31, 2003, cash provided by operations was $1.5 million compared with
$300,000 for the prior year. The current year cash provided by operations of $1.5 million primarily results from our
$2.3 million of net income plus depreciation and amortization charges of $2.6 million, reduced by an increase in
accounts receivable of $2.3 million and a reduction in current liabilities of $1.4 million. During the current year,
cash provided by investing activities was $200,000 reflecting the maturity of $1.0 million of short-term investments,
which was substantially offset by $800,000 of property and equipment purchases. Cash provided by financing
activities was $500,000 reflecting $240,000 from the exercise of stock options and the issuance of stock under our
former employee stock purchase plan and $361,000 from the final repayment of a note receivable from an officer,
which amounts were partially offset by $104,000 used to repurchase our common stock in the open market.
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On May 28, 1997, the Board of Directors authorized us to repurchase such number of shares of our
common stock that have an aggregate purchase price not in excess of $10,000,000. During 2002, we purchased
292,100 shares on the open market at a total cost of $869,000. In 2003, we purchased an additional 35,800 shares
on the open market at a total cost of $104,000. Cumulatively since the inception of the repurchase program, we
have repurchased 1,644,916 shares having an aggregate purchase price of $9,288,000.

Inflation

Historically, inflation has not been a material factor affecting our revenue, and general operating expenses
have been subject to normal inflationary pressure. However, our business is labor intensive. Wages and other
employee-related expenses increase during periods of inflation and when shortages in the skilled labor market
occur. We also have a performance-based bonus plan to foster retention of and incent certain employees.

Risk Factors

PRIVATE SECURITIES LITIGATION REFORM ACT OF 1995
SAFE HARBOR COMPLIANCE STATEMENT
FOR FORWARD-LOOKING STATEMENTS

In passing the Private Securities Litigation Reform Act of 1995 (the Reform Act), Congress encouraged
public companies to make "forward-looking statements" by creating a safe harbor to protect companies from
securities law liability in connection with forward-looking statements. We intend to qualify both our written and
oral forward-looking statements for protection under the Reform Act and any other similar safe harbor provisions.

"Forward-looking statements” are defined by the Reform Act. Generally, forward-looking statements
include expressed expectations of future events and the assumptions on which the expressed expectations are based.
All forward-looking statements are inherently uncertain as they are based on various expectations and assumptions
concerning future events and they are subject to numerous known and unknown risks and uncertainties which could
cause actual events or results to differ materially from those projected. Due to those uncertainties and risks,
prospective investors are urged not to place undue reliance on written or oral forward-looking statements of the
Company. We undertake no obligation to update or revise this safe harbor compliance statement for
forward-looking statements to reflect future developments. In addition, we undertake no obligation to update or
revise forward-looking statements to reflect changed assumptions, the occurrence of unanticipated events or
changes to future operating results over time.

We provide the following risk factor disclosure in connection with our continuing effort to qualify our
written and oral forward-looking statements for the safe harbor protection of the Reform Act and any other similar
safe harbor provisions. Important factors currently known to management that could cause actual results to differ
materially from those in forward-looking statements include the following:

Our Operating Results Are Subject To Significant Fluctuations Due To Variability In The Timing
Of When We Recognize Contingency Fee Revenue And Other Factors. As A Result, You Will Not Be Able To
Rely On Our Operating Results In Any Particular Period As An Indication Of Our Future Performance

Our revenue and consequently our operating results may vary significantly from period to period as a result
of a number of factors, including the loss of customers due to consolidation in the healthcare industry, fluctuations
in sales activity given our sales cycle of approximately three to eighteen months, and general economic conditions
as they affect healthcare providers and payors. Further, we have experienced fluctuations in our revenue of up to
25% between reporting periods due to the timing of periodic revenue recovery projects and the timing and delays in
third-party payors' adjudication of claims and ultimate payment to our clients where our fees are contingent upon
such collections. The extent to which future revenue fluctuations could occur due to these factors is not known and
cannot be predicted. As a consequence, our results of operations are subject to significant fluctuations and our
results of operations for any particular quarter or fiscal year may not be indicative of results of operations for future
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periods. A significant portion of our operating expenses are fixed, and are based primarily on revenue and sales
forecasts. Any inability on our part to reduce spending or to compensate for any failure to meet sales forecasts or
receive anticipated revenues could magnify the adverse impact of such events on our operating results.

We Are Subject To Claims If Our Service Offerings Contain Errors Or Experience Failures Or Do Not Meet
Customer Expectations And Could Lose Customers And Revenue

The healthcare claiming environment is complex. On behalf of our clients, our Accordis business processes a
very high volume of transactions in this environment. From time to time, we have been subject to claims by clients and
could be subject to claims by clients in the future for errors in our service offerings, primarily for failures to secure
reimbursement amounts otherwise payable to our clients. We have often resolved such claims by providing additional
services to the client or by reducing fees on additional projects. There can be no assurance that contractual limitations
of our responsibility for damages will be effective in these situations or that clients will not seek significant damages for
errors in our services. Further, these performance failures could result in a loss of customers and resulting loss of
revenue. In addition, service performance failures could result in a delay in market acceptance for our services,
diversion of development resources, damage to our reputation or increased service costs.

The Majority Of Our Contracts With Customers May Be Terminated For Convenience

The majority of our contracts with customers are terminable upon short notice for the convenience of either
party. Although to date none of our material contracts have ever been terminated under these provisions, we cannot
assure you that a material contract will not be terminated for convenience in the future. Any termination of a
material contract, if not replaced, could have a material adverse effect on our business, financial condition and
results of operations.

We Face Significant Competition For Our Services

Competition for our services is intense and is expected to increase. Increased competition could result in
reductions in our prices, gross margins and market share. We compete with other providers of healthcare
information management and data processing services, as well as healthcare consulting firms. Some competitors
have formed business alliances with other competitors that may affect our ability to work with some potential
customers. In addition, if some of our competitors merge, a stronger competitor may emerge.

Current and prospective customers also evaluate our capabilities against the merits of their existing
information management and data processing systems and expertise. Major information management systems
companies, including those specializing in the healthcare industry, that do not presently offer competing services
may enter our markets. Many of our competitors and potential competitors have significantly greater financial,
technical, product development, marketing and other resources, and market recognition than we have. As a result,
our competitors thay be able to respond more quickly to new or emerging technologies, changes in customer
requirements and changes in the political, economic or regulatory environment in the healthcare industry. In
addition, several of our competitors may be in a position to devote greater resources to the development, promotion,
and sale of their services than us.

Simplification'Of The Healthcare Transfer Payment Process Could Reduce The Need For Our Services

The complexity of the healthcare transfer payment process, and our experience in offering services that
improve the ability of our customers to recover incremental revenue through that process, have been contributing
factors to the success our service offerings. Complexities of the healthcare transfer payment process include
multiple payors, the coordination and utilization of clinical, operational, financial and/or administrative review
nstituted by third-party payors in an effort to control costs and manage care. If the payment processes associated
with the healthcare industry are simplified, the need for our services, or the price customers are willing to pay for
our services, could be reduced.
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We Are Subject To Government Regulation In OQur Collections Services

The collection industry in the United States is regulated both at the federal and state level. In addition to
specific regulation regarding debts for healthcare services and among other collection regulations the Federal Fair
Debt Collection Practices Act (FFDCPA) regulates any person who regularly collects or attempts to collect, directly
or indirectly, consumer debts owed or asserted to be owed to another person. The FFDCPA establishes specific
guidelines and procedures that debt collectors must follow in communicating with consumer debtors, including the
time, place and manner of such communications and places restrictions on communications with individuals other
than consumer debtors in connection with the collection of any consumer debt. Additionally, the FFDCPA contains
various notice and disclosure requirements and prohibits unfair or misleading representations by debt collectors.
Many states require that we be licensed as a debt collection company and we believe that we are currently hold
applicable licenses from all states where required. If we fail to comply with applicable laws and regulations, it could
result in the suspension or termination of our ability to conduct collections, which would have a material adverse
effect on us.

Changes In The United States Healthcare Environment Could Have A Material Negative Impact
On Our Revenue And Net Income

The healthcare industry in the United States is subject to changing political, economic and regulatory
influences that may affect the procurement practices and operations of healthcare organizations. Our services are
designed to function within the structure of the healthcare financing and reimbursement system currently being used
in the United States. During the past several years, the healthcare industry has been subject to increasing levels of
governmental regulation of, among other things, reimbursement rates, certain capital expenditures, and data
confidentiality and privacy. From time to time, certain proposals to reform the healthcare system have been
considered by Congress. These proposals, if enacted, may increase government involvement in healthcare, lower
reimbursement rates and otherwise change the operating environment for our clients. Healthcare organizations may
react to these proposals and the uncertainty surrounding such proposals by curtailing or deferring their retention of
service providers such as us. See also "Part 1. Item 1. Business -- Healthcare Reform and Regulatory Matters" for
additional discussion on this topic. We cannot predict what impact, if any, such proposals or healthcare reforms
might have on our results of operations, financial condition or business.

Recently, the General Accounting Office, an investigative arm of Congress, added Medicaid to its list of
high risk programs. According to the GAO, states have used various financing schemes to generate excessive
federal Medicaid matching funds while their own share of expenditures has remained unchanged or decreased. Also
on January 30, 2004, the United States Senate Finance Committee Chairman requested that the HHS, CMS, and
OIG respond to a lengthy request for information about vendors that provide contingency fee based revenue
maximizing or revenue enhancement services to State Medicaid agencies specifically with the intent to increase
federal Medicaid reimbursement. This type of service represents a very small portion of our Health Management
Systems, Inc. suite of offerings and corresponding revenue streams. We cannot predict what impact, if any, this
inquiry might have on our future results of operations, financial condition or business.

Our Business Is Subject To Extensive And Complex Governmental Regulations And Violations Of
Any Of Those Regulations Could Result In Significant Penalties

Most of the services offered by our Accordis business involve the billing and collection of healthcare
claims. These services require the interpretation and application of sometimes ambiguous reimbursement
regulations under various government entitlement programs such as Medicaid and Medicare. In addition, during the
past several years, federal and state governments have placed an increased emphasis on detecting and eliminating
fraud and abuse in Medicare, Medicaid, and other health care programs. Violation of health care billing laws or
regulations governing our services could result in the imposition of substantial civil or criminal penalties, including
temporary or permanent exclusion from participation in government health care programs such as Medicare and
Medicaid, and loss of customers. ‘
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The interpretation and application of the healthcare reimbursement rules to particular customer patient
accounting environments involves judgment. If a regulatory agency were to disagree with certain judgments we have
made or will make in providing healthcare billing services to a customer we could be subject to penalties, or fines or
other sanctions by regulators. In addition, we could find it necessary to alter or eliminate some of our services.

Certain Provisions In Our Certificate Of Incorporation Could Discourage Unsolicited Takeover
Attempts, Which Could Depress The Market Price Of Our Common Stock

Our certificate of incorporation authorizes the issuance of up to 5,000,000 shares of "blank check”
preferred stock with such designations, rights and preferences as may be determined by our Board of Directors.
Accordingly, our Board of Directors is empowered, without shareholder approval, to issue preferred stock with
dividend, liquidation, conversion, voting or other rights, which could adversely affect the voting power or, other
rights of holders of our common stock. In the event of issuance, preferred stock could be utilized, under certain
circumstances, as a method of discouraging, delaying or preventing a change in control. Although we have no
present intention to issue any shares of preferred stock, we cannot assure you that we will not do so in the future. In
addition, our by-laws provide for a classified Board of Directors, which could also have the effect of discouraging a
change of control:

Adverse Resolution Of Ongoing Investigation By The United States Attorney’s Office Could Cause
A Material Adverse Effect On Our Business

On January 31, 2003, we announced that we had received a subpoena issued under the Health Insurance
Portability and Accountability Act of 1996 from the United States Attorney’s Office for the Southern District of
New York in connection with an investigation relating to possible federal healthcare offenses. The subpoena sought
the production of certain documents from January 1982 to present relating to medical reimbursement claims
submitted by us to Medicare, Medicaid, and other federal healthcare programs, particularly on behalf of a
significant client of Accordis.

Our Board of Directors appointed a special committee to oversee our response to the investigation. We
continue to cooperate fully with the investigation.

Private parties may assert claims against healthcare providers for violations of healthcare laws in actions
known as qui tam suits. In these cases, the complaints filed by private litigants are sealed with the court, pending a
decision by the government as to whether it will intervene in, and take control of, the litigation. If the government
declines to intervene, the private litigant may independently pursue the case against the healthcare provider. In the
course of discussions with the United States Attorney’s Office, we learned that a qui tam lawsuit has been filed
against us in the U.S. District Court for the Southern District of New York. Because the gui fam complaint remains
sealed, we have not had any opportunity to review its allegations. We believe, however, that it is likely that the
complaint primarily relates to the matters covered by the government’s subpoena. We intend to vigorously defend
any qui tam proceeding that is asserted against us.

We are niot able to give any assurances as to the duration or outcome of the investigation or as to the effect
that any proceedings that may be brought by the government may have on our financial condition or resuits of
operations. The initiation of proceedings against us, even if we are ultimately successful in defending them, could
have a material adverse effect on our business, financial position, results of operations or liquidity.

Item 7A. Quantitative and Qualitative Disclosures About Market Risks

Our holdings of financial instruments are comprised of federal, state and local government debt. All such
instruments are classified as securities available for sale. We do not invest in portfolio equity securities or
commodities or use financial derivatives for trading purposes.. Our debt security portfolio represents funds held
temporarily, pending use in our business. and operations. We manage these funds accordingly. We seek reasonable
assuredness of the safety of principal and market liquidity by investing in rated fixed income securities while, at the
same time, seeking to achieve a favorable rate of return. Our market risk exposure consists principally of exposure
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to changes in interest rates. Our holdings are also exposed to the risks of changes in the credit quality of issuers. We
typically invest in the shorter-end of the maturity spectrum or highly liquid investments.

"The table below .presents the historic cost basis, and the fair value for our investment portfolio as of
December 31, 2003, and the related weighted average interest rates by year of maturity (in thousands):

.Matures Year Ending . Total Total
December 31, 2004 Historical Cost Fair value
Fixed income governmental securities $100 $100 $100
Average interest rate 4.15% . 4.15%

Item 8. Financia]A Statémentg and Supplementary Data
.The information required by Item 8 is found on pages 46 to 68 of this report.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure
Not Applicable.

Item 9A. Controls and Procedures.

Evaluation of Disclosure Controls and Procedures. Our Chief Executive Officer and Chief Financial
Officer have evaluated the effectiveness of our disclosure controls and procedures (as such term is defined in Rules
13a-15(e) or 15d-15(e) under the Securities Exchange Act of 1934, as amended (the “Exchange Act™)), as of the
end of the period covered by this Annual Report on Form 10-K. Based on such evaluation, such officers have
concluded that as of such date, our disclosure controls and procedures are effective in alerting them on a timely
basis to material information relating to us (including our consolidated subsidiaries) required to be included in our
reportts filed or submitted under the Exchange Act.

Changes in Initial Control over Financial Reporting. There were no changes in our internal control over
financial reporting during the quarter ended December 31, 2003 that have materially affected, or are reasonably
likely to materially affect, our internal control over financial reporting.
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PART Il
Item 10. Directors and Executive Officers of the Registrant

Certain information is set forth below with respect to the executive officers and directors of the Company
as of December 31, 2003:

Name Position

William F. Miller 11T Chairman and Chief Executive Officer
Robert M. Holster President and Chief Operating Officer
Philip Rydzewski Chief Financial Officer, Treasurer, and Secretary
William C. Lucia President, Health Management Systems, Inc.
Randolph G. Brown (1) Director

James T. Kelly (1) (2) Director

William W. Neal (2) Director

Galen D. Powers (3) Director

Ellen A. Rudnick (3) Director

Richard H. Stowe (1) (2) (3 Director

As of March 3, 2004, Board Committee membership is as follows:
(1) Member of the Audit Committee
(2) Member of the Compensation Committee
(3) Member of the Compliance Committe

William F. Miller 111, 54, Chairman and Chief Executive Officer, joined us in October of 2000 as Chief
Executive Officer and director. On December 14, 2000, Mr. Miller was elected Chairman of the Board. From 1983
through 1999, Mr, Miller served as President and Chief Operating Officer of EmCare Holdings, Inc., a leading
national healthcare services firm focused on the provision of emergency physician medical services. From 1980
through 1983, Mr. Miller served as Administrator/Chief Operating Officer of Vail Mountain Medical. Prior to
1980, Mr. Miller served in various management positions as CFO, and CEO of vartous investor owned hospital
facilities. Mr. Miller is currently a director of Lincare Holdings, Inc. and AMN Healthcare, Inc.

Robert M. Holster, 57, re-joined us in April of 2001 as President and Chief Operating Officer. From
1993 through 1998, Mr. Holster served as President and Chief Executive Officer of HHL Financial Services, Inc., at
the time one of the nation’s largest healthcare accounts receivable management companies. From 1998 to 2000, Mr.
Holster served as Trustee of the HHL Trust. Previously, Mr. Holster served as our Executive Vice President from
1982 through 1993 and as one of our directors from 1989 through 1996. Prior to 1982, Mr. Holster served in a
number of executive positions including Chief Financial Officer of Macmillan, Inc. and Controlier of Pfizer
Laboratories, a division of Pfizer, Inc. Mr. Holster is currently a director of Hi-Tech Pharmacal, Inc.

Philip Rydzewski, 41, Chief Financial Officer, joined us in April 2001 as Vice President and Controller.
Previously, from 1990 until 1998, he was Vice President Finance and Corporate Controller for PHP Healthcare
Corporation, a publicly held diversified healthcare services provider. Prior to that, from 1985 to 1990, Mr.
Rydzewski was in the auditing and accounting services practice with KPMG LLP. Most recently, from 2000 to
2001, Mr. Rydzewski served as Vice President of Finance for Amazing Media, a venture capital backed start-up
firm, and from 1999 to 2000, Mr. Rydzewski provided acquisition integration, accounting and financial consulting
services for publicly held technology and consulting firms.

William C. Lucia, 46, President of our Health Management Systems, Inc. subsidiary, joined us in 1996.
Mr. Lucia has held several positions with us including: President, Payor Services Division, 2001 to 2002; Vice
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President and General Manager, Payor Services Division, 2000 to 2001; Vice President, Business Office Services,
1999 to 2000; Chief Operating Officer of Quality Medical Adjudications, Inc. (“QMA”) (formerly a wholly-owned
subsidiary of ours) and Vice President of West Coast Operations, 1998 to 1999; Vice President and General
Manager of QMA, 1997 to 1998; and Director of Information Systems for QMA, 1996 to 1997. Prior to joining us,
Mr. Lucia served in various executive positions including Senior Vice President, Operations and Chief Information
Officer for Celtic Life Insurance Company and Senior Vice President, Insurance Operations for North American
Company for Life and Health Insurance. Mr. Lucia is a Fellow, Life Management Institute (LOMA).

Randolph G. Brown, 61, has served as a director since 1998. Mr. Brown is a private investor who
formerly served as Chairman and Chief Executive Officer of One-Inc., a developer and manager of refractive and
cataract surgery centers in New York, from August of 1999 until he sold the business in October 2001. Previously,
Mr. Brown had been an independent business consultant since November 1996, principally as a venture partner with
Morgenthaler Venture Partners. From July 1987 through October 1996, Mr. Brown served in various senior
executive positions, including Chairman, President and Chief Executive Officer for Medaphis Corporation, a
provider of accounts receivable management services to hospital-affiliated physicians and hospitals. From 1978 to
1987, Mr. Brown served in various management positions with Humana Inc., at that time a provider of integrated
healthcare delivery services. '

James T. Kelly, 57, has served as a director since December 2001. Mr. Kelly is a private investor who
formerly served as the Chief Executive Officer of Lincare Holdings, Inc., one of the nation’s largest providers of
oxygen and other respiratory therapy services to patients in the home, from 1986 through 1996, and served as
Chairman of the Board from 1994 through 2000. Prior to becoming Lincare's Chief Executive Officer, Mr. Kelly
served in a number of positions within the Mining and Metals Division of Union Carbide Corporation. Mr. Kelly is
currently a director of American Dental Partners, Inc. and several private companies.

William W. Neal, 71, has served as a director since 1989. Mr. Neal is a private investor who is currently
affiliated with Piedmont Venture Partners. Mr. Neal formerly served as Managing Principal of Piedmont Venture
Partners, a venture capital firm, from 1996 to 2001. From 1989 to 1996, he served as Chief Executive Officer of
Broadway and Seymour, a company that provided software and computer systems to the banking industry. From
1985 through July 1989, he was a general partner of Welsh, Carson, Anderson & Stowe (“WCAS”), an investment
firm. Mr. Neal was Senior Vice President, Marketing of Automated Data Processing, Inc. (“ADP”) from 1984 to
1985 and a Group President of ADP from 1978 to 1984. He served as a director of ADP from 1982 to 1985.

Galen D. Powers, 67, has served as a director since 1992. Mr. Powers is the Senior Founder of Powers,
Pyles, Sutter & Verville P.C., a Washington, D.C. law firm specializing in healthcare and hospital law, which he
founded in 1983. Mr. Powers was the first chief counsel of the federal Health Care Financing Administration (now
Centers for Medicare and Medicaid Services) and has served as a director and the President of the American Health
Lawyers Association. Mr. Powers is currently a director of MedCath, Inc., which owns and operates acute care
hospitals that specialize in cardiovascular disease, and a number of private companies in the healthcare field.

Ellen A. Rudnick, 33, has served as a director since 1997. Ms. Rudnick is an Executive Director and
Clinical Professor of the Michael P. Polsky Entrepreneurship Center, University of Chicago Graduate School of
Business. She also served as Chairman of CEO Advisors, Inc., a privately held consulting firm through 2003.
From 1993 until 1999, Ms. Rudnick served as Chairman of Pacific Biometrics, Inc., a publicly held healthcare
biodiagnostics company and its predecessor, Bioquant. From 1990 to 1992, she was President and Chief Executive
Officer of Healthcare Knowledge Resources ("HKR"), a privately held healthcare information technology
corporation, and subsequently served as President of HCIA, Inc. ("HCIA™) following the acquisition of HKR by
HCIA. From 1975 to 1990, Ms. Rudnick served in various positions at Baxter Health Care Corporation, including
Corporate Vice President and President of its Management Services Division. She also serves on the Boards of
Liberty Mutual Insurance Company, Oxford Health Plans and Patterson Dental Supply, Inc..

Richard H. Stowe, 60, has served as a director since 1989. Mr. Stowe is a private investor and Senior
Advisor to Capital Counsel LLC, an asset management firm. From 1979 until 1998, Mr. Stowe was a general
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partner of WCAS. Prior to 1979, he was a Vice President in the venture capital and corporate finance groups of
New Court Securities Corporation (now Rothschild, Inc.). Mr. Stowe is also a director of MedQuist, Inc. a provider
of medical record transcription services.

Audit Committee

We have a separately-designated standing Audit Committee of our Board of Directors. The current
members of the Audit Committee are Messrs. Brown, Kelly and Stowe, each of whom is independent under the
current listing standards of The Nasdag Stock Market. In addition, the Board of Directors has reviewed the
qualifications and experience of each of the Audit Committee members, including their experience in supervising
the preparation of, and/or their experience in evaluating, audited financial statements, and has determined that each
of them is able to read and understand fundamental financial statements. The Board of Directors has also
determined that Mr. Brown qualifies as an “audit committee financial expert” within the meaning of the current
rules of the Securities and Exchange Commission.

Compliance with Section 16(a) of the Securities Exchange Act of 1934

Pursuant to Section 16(a) of the Securities Exchange Act of 1934 (the Exchange Act) and the rules issued
thereunder, our executive officers and directors are required to file with the Securities and Exchange Commission
and the National Association of Securities Dealers, Inc. reports of ownership and changes in ownership of Common
Stock. Copies of such reports are required to be furnished to us. Based solely on review of the copies of such reports
furnished to us, or written representations that no other reports were required, we believe that during fiscal year
2003 all of our executive officers and directors complied with the requirements of Section 16(a).

Code of Ethics

We have not yet adopted a code of ethics that applies to our principal executive officer, principal financial
officer, principal accounting officer or persons performing similar functions. However, we are currently in the
process of evaluating and preparing a proposed Code of Ethics which is expected to be adopted and posted on our
website at www.hmsholdings.com by May 15, 2004,
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Item 11. Executive Compensation

The following table sets forth the cash and non-cash compensation for the three years ended December 31,
2003 awarded to or earned by the Chief Executive Officer and by each of our other three most highly compensated
executive officers. We only have three other executive officers.

Name and Principal Position
William F. Miller IIT (b)
Chairman and
Chief Executive Officer

Robert M. Holster (c¢)
President and
Chief Operating Officer

William C. Lucia
President, Health
Management Systems, Inc.

Philip Rydzewski (e)
Chief Financial Officer,

Treasurer, and Secretary

Fiscal
Year

2003
2002
2001

2003
2002
2001

2003
2002
2001

2003
2002
2001

Salary(8$)

$ 400,000
400,000
400,000

325,000
325,000
243,750

225,000
225,000
206,000

200,000
200,000
91,077

Long-Term
Compensation
Annual Compensation Awards
Other Securities
Annual Underlying
Bonus(§) Compensation($) Options
$ 200,000 5 - 100,000
545,000 (b) - 125,000
574,000 (b) - 825,000
162,500 - 100,000
162,500 - 125,000
100,000 - 775,000
132,500 - 50,000
128,250 - 100,000
135,000 - 185,000
80,000 - 50,000
80,000 - 100,000
44,000 - 150,000

(a) Includes matching contributions under our 401(k) Plan.

All Other
Compensation($) (a)
$ 6,000
6,000
5,100

6,000
6,000
4,828

6,000
4,875
2,725

3,785
3,400
1,200

(b) Mr. Miller joined us as Chief Executive Officer and a director as of October 2, 2000. Mr. Miller’s entire
bonus for 2002 and 2001, after deduction for related payroll taxes, was applied to pay the first and second
principal installments and accrued interest on his indebtedness to the Company arising from the purchase
of shares of our common stock in January 2001. See “Employment Agreements”.

(c) Mr. Holster joined us as President and Chief Operating Officer during 2001.

(d) Mr. Lucia joined us in 1996 and was appointed President of Health Management Systems, Inc. in March 2003,

{e) Mr. Rydzewski joined us during 2001.
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Stock Options

Our 1999 Long-Term Incentive Stock Plan allows grants of stock options and other rights relating to our
Common Stock. In general, whether exercising stock options is profitable depends on the relationship between the
Common Stock's market price and the option’s exercise price, as well as on the optionee’s investment decisions.
Options that are "in the money" on a given date can become "out of the money" if prices change on the stock
market. For these reasons, we believe that placing a current value on outstanding options is highly speculative and
may not represent the true benefit, if any, that may be realized by the optionee. The following two tables give more
information on stock options.

The following table sets forth selected option grant information for the year ended December 31, 2003 with

respect to options awarded to the Chief Executive Officer and each of our three other most highly compensated
executive officers. We only have three other executive officers.

Options Granted in the Last Year

Potential Realizable
Value at Assumed

Number % of Total Annual Rates of Stock
Type of of Options Exercise Price Appreciations
Option Options Granted to Price Per Expiration for Option Term(b)
Name Granted - Granted Emplovees(a) Share Date 5% 10%
William F. Miller 111 NQ 66,667 8.3% $2.92  11/4/2013 $122,425 $310,250
ISO 33,333 4.2% 2.92  11/4/2013 61,212 155,123
100,000 12.5% 183,637 465,373
Robert M Holster NQ 66,667 8.3% 292 11/4/2013 122,425 310,250
ISO 33,333 4.2% 2,92  11/4/2013 61,212 155,123
100,000 12.5% 183,637 465,373
William Lucia NQ 33,332 4.2% 292 11/4/2013 61,210 155,118
ISO 16,668 2.1% 292  11/4/2013 30,609 77,568
50,000 6.3% 91,819 232,686
Philip Rydzewski NQ 33,334 4.2% 292 11/4/2013 61,214 155,127
ISO 16,666 2.1% 292  11/4/2013 30,605 77,559
50,000 6.3% 91,819 232,686

a) Represents individual option grant as a percentage of total options issued in the year ended December
31, 2003.

b) The hypothetical potential appreciation shown in these columns reflects the required calculations at
compounded annual rates of 5% and 10% set by the Securities and Exchange Commission, and
therefore is not intended to represent either historical appreciation or anticipated future price
appreciation of the Common Stock.
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Stock Options Exercised in 2003 and Related Period-ended Stock Option Values

The following table sets forth selected stock option exercise information for the year ended December 31,
2003 and the number and value of stock options as of December 31, 2003 relating to the Chief Executive Officer and
each of our other three most highly compensated executive officers. We only have three other executive officers.

Shares Number of Unexercised Value of Unexercised
Acquired on Value Options at Period-End Options at Period-End (a)
Name Exercise Realized Exercisable Unexercisable Exercisable Unexercisable
William F. Miller Iil - § - 860,418 189,582 $2,006,709 $317,041
Robert M Holster - - 816,668 183,332 1,963,584 309,166
William Lucia - - 265,834 106,666 361,417 147,133
Philip Rydzewski - - 216,668 83,332 302,502 101,998

(a) Value of unexercised “in-the-money” options is determined by multiplying the number of shares subject to
such options by the difference between the exercise price per share and $3.84, the closing price per share
of the Common Stock on the Nasdag-Amex National Market System on December 31, 2003,

401(k) Plan

Effective November 1, 1997, we established a 401(k) Plan to replace our terminated profit sharing plan.
The 401(k) Plan permits an employee to contribute a portion of the employee’s compensation, subject to certain
limitations. At our discretion, we may make annual contributions to the 401(k) Plan for the benefit of participating
employees. For the fiscal years ended December 31, 2003, 2002 and 2001, 401(k) Plan expense was $467,000,
$451,000 and $264,000, respectively.

Employment Agreements

William F. Miller I — Chief Executive Officer

On November 4, 2003, we amended our employment agreement with Mr. Miller , which was originally
entered into on October 2, 2000 (the Miller Agreement). The Miller Agreement provides for his employment
through October 2, 2006 (the Employment Term) (subject to earlier termination in certain circumstances as
described below), at a base salary of $400,000 per year. Mr. Miller is eligible to receive bonus compensation from
us in respect of each fiscal year (or portion thereof) during the Employment Term, in each case as may be
determined by our Board of Directors in its sole discretion on the basis of performance-based or such other criteria
as may be established from time to time by our Board of Directors.

On January 10, 2001, as a condition of Mr. Miller’s employment, our Accelerated Claims Processing, Inc.
subsidiary, a Delaware corporation, provided the financing for Mr. Miller to purchase directly from us 550,000
shares of Common Stock. The loan, in the principal amount of $721,785, bore interest at the rate of 6.5% per
annum, and was payable annually in two equal installments commencing January 2002. The loan was a full
recourse loan and was secured by the purchased shares and the shares issuable upon the exercise of stock options.
Bonuses otherwise payable to Mr. Miller were applied to pay the first and second installments of principal and
interest on Mr. Miller’s note to us in January 2002 and 2003, respectively. The loan is now fully repaid.

Also in connection with his employment, on January 10, 2001, the Compensation Committee granted Mr.
Miller options to purchase 750,000 shares of Common Stock at an exercise price of $§1.31 per share (the then
current market price), with options covering 100,000 shares vesting on the first anniversary of the grant, and options
covering the remaining 650,000 shares vesting thereafter in eight equal quarterly installments. These options were
not granted pursuant to our 1999 Long-Term Incentive Stock Plan.
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If we terminate Mr. Miller’s employment without “cause” or if his employment ceases within 45 days of a
change in control of us (both as defined in the Miller Agreement), Mr. Miller will be entitled to a continuation of
salary for 24 months and group medical insurance for 36 months following termination of employment. In
addition, certain of his unvested options accelerate and certain restrictions on his Common Stock are eliminated in
the case of a change in control, as defined in the Miller Agreement.

Robert M. Holster — President and Chief Operating Officer

On February 11, 2004, we amended our employment agreement with Mr. Holster, which was originally
entered into on March 31, 2001 (the Holster Agreement). The Holster Agreement provides for his employment
through April 2, 2007 (the Employment Term) (subject to earlier termination in certain circumstances as described
below), at a base salary of $325,000 per year. Mr. Holster is eligible to receive bonus compensation from us in
respect of each fiscal year (or portion thereof) during the Employment Term, in each case as may be determined by
our Board of Directors in its sole discretion on the basis of performance-based or such other criteria as may be
established from time to time by our Board of Directors.

Also in connection with his employment, on March 30, 2001, the Compensation Committee granted Mr.
Holster options to purchase 700,000 shares of Common Stock at an exercise price of $1.19 per share (the then
current market price), with options covering 100,000 shares vesting on the first anniversary of the grant, and
options covering the remaining 600,000 shares vesting thereafter in eight equal quarterly installments. These
options were not granted pursuant to our 1999 Long-Term Incentive Stock Plan.

If we terminate Mr. Holster’s employment without “cause” or if his employment ceases within 45 days of a
change in control.of us (both as defined in the Holster Agreement), Mr. Holster will be entitled to a continuation of
salary and group medical insurance for 24 months following termination of employment. In addition, certain of his
unvested options accelerate in the case of a change in control, as defined in the Holster Agreement.

William Lucia — President, Health Management Systems, Inc.

On January 1, 2003, Mr. Lucia entered into an employment agreement (the Lucia Agreement) with us. The
Lucia Agreement provides for his employment through January 1, 2006 (the Lucia Employment Term) (subject to
earlier termination in certain circumstances as described below), at a base salary of $225,000 per year. Mr. Lucia is
eligible to receive bonus compensation from us in respect of each fiscal year (or portion thereof) during the Lucia
Employment Term in an amount of 50% of base salary, in each case as may be determined by our Board of
Directors in its sole discretion on the basis of meeting Health Management Systems business objectives established
from time to time by our Board of Directors.

Also in connection with his employment, Mr. Lucia is eligible for consideration by our Board of Directors
for awards of stock options under any stock option plan that may be established by the Company for its and its
subsidiaries’ key employees, the amount, if any, of shares for which options may be granted to Mr. Lucia to be in
the sole discretion of our Board of Directors.

If we terminate Mr. Lucia’s employment without “cause”, Mr. Lucia will be eligible to receive a
continuation of salary and group medical insurance for 12 months following termination of employment.

Compensation Committee Interlocks and Insider Participation

The Compensation Committee is comprised of Richard H. Stowe, William W. Neal, and James T. Kelly,
each of whom is a non-employee director of the Company. No member of this Committee was at any time during
fiscal year 2003 or at any other time an officer or employee of ours. None of our executive officers served on the
Compensation Committee of another entity or on any other committee of the Board of Directors of another entity
performing similar functions during our last fiscal year.

38




Compensation Committee Report on Executive Compensation

This report provides an explanation of the philosophy underlying executive compensation program and details
on how decisions were implemented during fiscal year 2003 regarding the compensation paid to our executive officers.

Our mission is to be a significant provider of quality services in the markets it serves. To support this and
other strategic objectives as approved by the Board of Directors and to provide adequate returns to shareholders, we
must compete for, attract, develop, motivate, and retain top quality executive talent at the corporate office and
operating business units during periods of both favorable and unfavorable business conditions.

Our executive compensation program is a critical management tool in achieving this goal. “Pay for
performance” is the underlying philosophy for our executive compensation program. Consistent with this
philosophy, the program has been carefully conceived and is independently administered by the Compensation
Committee (the Committee) of the Board of Directors, which is comprised entirely of non-employee directors, all of
whom are “independent directors” under the current listing standards of the NASDAQ Stock Market. The program
is designed to link executive pay to corporate performance, including share price, recognizing that there is not
always a direct correlation in the short-term between executive performance and share price.

The program is designed and administered to:

o reward individual and team achievements that contribute to the attainment of our
business goals; and

o provide a balance of total compensation opportunities, including salary, bonus, and
longer-term cash and equity incentives, that are competitive with similarly situated
companies and reflective of our performance.

In seeking to link executive pay to corporate performance, the Committee believes that the most
appropriate measure of corporate performance is the increase in long-term shareholder value, which involves
improving such quantitative performance measures as revenue, net income, cash flow, operating margins, earnings
per share, and return on shareholders’ equity. The Committee may also consider qualitative corporate and individual
factors which it believes bear on increasing our long-term value to its shareholders. These include: (i) revenue
growth; (ii) increases in operating income; (iii) the attainment of specific financial goals; (iv) the development of
competitive advantages; (v) the ability to deal effectively with the growing complexity of our businesses; (vi)
success in developing business strategies, managing costs, and improving the quality of our services as well as
customer satisfaction; (vii) execution of divestitures, business unit closures, acquisitions, and strategic partnerships,
(viil) implementation of operating efficiencies, and (ix) the general performance of individual job responsibilities.

Our executive compensation program consists of: (1) a base salary; (ii) an annual bonus; and (iii) a long-
term incentive represented by stock options.

Compensation of Executive Officers

Salary. 1n determining the amount of compensation to be paid to our executive officers, the Committee
adheres to long established compensation policies of the Company pursuant to which executive compensation is
determined. Base salary determinants include the prevailing rate of compensation for positions of like responsibility
in the particular geographic area, the level of the executive’s compensation in relation to our other executives with
the same, more, or less responsibilities, and the tenure of the individual. To ensure both competitiveness and
appropriateness of base salaries, we retain professional consultants on a periodic basis to update the job
classification and pay scale structure pursuant to which individual executives (and the remainder of our employees)
are classified and the pay ranges with which their jobs are associated.
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Bonus. Bonuses are intended to reward both overall corporate performance and an individual’s participation
in attaining such performance. From time to time, bonuses are also awarded to augment base salary when a
determination has been made that an executive’s salary is not competitive in light of the factors discussed above.

Stock \Options. The longer-term component of our executive compensation program consists of stock
options. The options generally permit the option holder to buy the number of shares of the underlying Common
Stock (an option exercise) at a price equal to or greater than the market price of the stock at the time of grant. Thus,
the options generally gain value only to the extent the stock price exceeds the option exercise price during the life of
the option. Generally a portion of the options vest over a period of several years and expire no later than ten years
after grant. Stock options are granted upon the recommendation of management and approval of the Committee
based upon their subjective evaluation of the appropriate amount for the level and amount of responsibility of each
executive officer.

Compensation:of the Chief Executive Officer

Determination of our compensation of William F. Miller III, our Chief Executive Officer, takes into
account the factors described above as pertinent to the remainder of our executives and employees, while also taking
into consideration the proprietary nature of our business and efforts expended in connection with development of
our business strategy and service development activities. The Committee more specifically took into account (i) Mr.
Miller’s success in growing revenues, (ii) Mr. Miller’s success in improving operating income compared to the prior
year and in general progressively during the year, (ii1) achieving certain specified financial targets, (iv) Mr. Miller’s
success in leading and strengthening the executive team and the operating division management teams, and {iv) the
amount of Mr. Miller’s compensation relative to chief executive officers of comparable companies.

Other

Section 162(m) of the Internal Revenue Code prohibits us from deducting any compensation in excess of
$1,000,000 paid to certain of its executive officers, except to the extent that such compensation is paid pursuant to a
shareholder approved plan upon the attainment of specified performance objectives. The Committee believes that
tax deductibility is an wnportant factor, but not the sole factor, to be considered in setting executive compensation
policy. Accordingly, the Committee generally intends to take such reasonable steps as are required to avoid the loss
of a tax deduction due to Section 162(m), but reserves the right, in appropriate circumstances, to pay amounts which
are not deductible.

COMPENSATION COMMITTEE
James T. Kelly

Richard H. Stowe
William W. Neal
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Shareholder Return Performance Graphs
The graph presented below provides a comparison between the cumulative total shareholder return (assuming
the reinvestment of dividends) on our common stock since October 1998 and the Nasdag U.S. companies index, the

Nasdaq computer and data processing service companies index, and the Nasdaq health service companies index, over
the same period. The graph assumes the investment of $100 in the common stock and each of the indices.
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Item 12. Security Ownership of Certain Beneficial Owners and Management
Stock Ownership

The following table sets forth certain information regarding the beneficial ownership of Common Stock as
of December 31, 2003 by (a) each person known by us to be the beneficial owner of more than 5% of the
outstanding shares of Common Stock, (b) each executive officer identified in the Summary Compensation Table
below, (c) each director and nominee for director, and (d) all executive officers and directors as a group. Except as
otherwise noted, the named shareholder had sole voting and investment power with respect to such securities.

Name Amount Percentage
AIM Management Group (&) .c.coceevr vevveennermeeiniiniaeiaenennnes 2,581,000 14.0%

11 Greenway Plaza, Suite 100
Houston, TX 77046

Welch Capital Partners (b} ......o.ccocveerioinciminic e 1,577,220 8.6%
101 E. 52nd Street, 31st Floor

New York, NY 10022

Wells Fargo/Benson Associates (€).......o.vvvveerieiierinieniinninn. 1,296,346 7.0%
5335 Meadows Road, Suite 290
Lake Oswego, OR 97035

Dimensional Fund Advisors Inc. (d) «.c..covvvvvviiiivinnn e, 1,203,752 6.5%

1229 Ocean Avenue, 11th Floor,

Santa Monica, CA 90401
William F. Miller TH(e).....oov e eee e 1,545,763 8.0%
Robert M. Holster(f)........ovviiiniic e 910,058 4.7%
William C. Lucia(@).vevevereeeeereneeeeeieieneee e ee e, 272,528 1.5%
Philip Rydzewski(h).......cccoerevmmirnnicnn 216,668 1.2%
Randolph G. BIoWn(1)....cccoceerivrorireireinein e 151,000 *
James T. KellY(3) . cooeoermerrremeeseneeiie e e 280,000 1.5%
William W, Neal(K)......cvrvioeieereeeiieiiieririen e ee e e 149,670 *
Galen D. POWers(1)...cccoovceeii et 122,185 *
Ellen A. Rudnick(Im)......cocoovieeorieineiinienii e e e 111,500 *
Richard H. StOWE(IL).....verereiriieereeiieeciee e 293,562 1.6%
All executive officers and directors as a group (10 persons)(0) ... 4,052,854 18.7%

* denotes percentage of ownership is less than 1%.

(a) The number of shares of Common Stock beneficially owned is based upon information on a Schedule 13G filed
by AIM Management group with the Securities and Exchange Commission as of December 31, 2003.

{(b) The number of shares of Common Stock beneficially owned is based upon information on a Scheduled 13G/A
filed by Welch Capital Partners, LLC with the Securities and Exchange Commission as of December 31, 2003.

(c) The number of shares of Common Stock beneficially owned is based upon information on a Schedule 13G filed
by Wells Fargo/Benson Associates LLC with the Securities and Exchange Commission as of December 31, 2003.

(d) According to its Schedule 13G for the year ended December 31, 2003, Dimensional is a registered investment
advisor which furnishes investment advice to four investment companies registered under the Investment Company
Act of 1940, and serves as investment manager to certain other commingled group trusts and separate accounts.
The shares of Common Stock are owned by these funds.
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(e) Includes outstanding options to purchase 941,668 shares (75,000 of which are held in trust by members of the
family of Mr. Miller, as to which Mr. Miller disclaims beneficial ownership) of Common Stock that are currently
exercisable or will become exercisable before February 29, 2004. Also includes 6,000 shares of Common Stock
owned by members of the family of Mr. Miller, as to which Mr. Miller disclaims beneficial ownership.

(f) Includes outstanding options to purchase 816,668 shares of Common Stock that are currently exercisable or will
become exercisable before February 29, 2004. Also includes 35,996 shares of Common Stock owned by members
of the family of Mr. Holster, as to which Mr. Holster disclaims beneficial ownership.

(g) Includes outstanding options to purchase 265,834 shares of Common Stock that are currently exercisable or will
become exercisable before February 29, 2004,

(h) Includes outstanding options to purchase 216,668 shares of Common Stock that are currently exercisable or will
become exercisable before February 29, 2004.

(1) Includes outstanding options to purchase 151,000 shares of Common Stock that are currently exercisable or will
become exercisable before February 29, 2004.

(j) Includes outstanding options to purchase 260,000 shares of Common Stock that are currently exercisable or will
become exercisable before February 29, 2004. Also includes 20,000 shares of Common Stock owned by members
of the family of Mr. Kelly, as to which Mr. Kelly disclaims beneficial ownership.

(k) Includes 32,979 shares of Common Stock owned by members of the family of Mr. Neal, as to which Mr. Neal
disclaims beneficial ownership. Also includes outstanding options to purchase 112,250 shares of Common Stock
that are currently exercisable or will become exercisable before February 29, 2004.

(1) Includes 237 shares of Common Stock owned by members of the family of Mr. Powers, as to which Mr. Powers
disclaims beneficial ownership. Also includes outstanding options to purchase 116,750 shares of Common Stock
that are currently exercisable or will become exercisable before February 29, 2004.

(m) Includes outstanding options to purchase 108,500 shares of Common Stock that are currently exercisable or will
become exercisable before February 29, 2004.

(n) Includes 9,000 shares of Common Stock owned by members of the family of Mr. Stowe, as to which Mr. Stowe
disclaims beneficial ownership. Also includes outstanding options to purchase 237,250 shares of Common Stock
that are currently exercisable or will become exercisable before February 29, 2004.

(o) Includes outstanding options to purchase 3,226,588 shares of Common Stock that are currently exercisable or
will become exercisable before February 29, 2004,

Item 13. Certain Relationships and Related Transactions

Galen D. Powers, a director since 1992, is the Senior Founder of Powers, Pyles, Sutter & Verville, P.C.
(PPSV), a law firm specializing in healthcare and hospital law, which has provided legal and advisory services to us
for many years. We expect PPSV to continue providing similar services in the future. The annual fees we have paid
to PPSV have not been reportable under applicable SEC rules. As required by the current listing standards of The
Nasdaq Stock Market, we review all related party transactions for potential conflict of interest situations on an
ongoing basis and all such transactions must be approved by our Audit Committee.

Item 14. Principal Accountant Fees and Services

Consistent with the Audit Committee’s responsibility for engaging our independent auditors, subsequent to
May 6, 2003, all audit and permitted non-audit services require pre-approval by the Audit Committee. Subsequent
to May 6, 2003, all services performed by the auditors were pre-approved.
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During fiscal years 2003 and 2002, fees in connection with services rendered by KPMG LLP, the
Company’s independent auditors, were as follows:

2003 2002
Audit fees $ 213,000 . $ 223,400
Audit related fees 20,500 ' 20,400
Tax fees - -
All other fees - -
Total fees v $ 233,500 $ 243,800

Audit fees are those fees for professional services rendered in connection with the audits of our
consolidated financial statements for the years ended December 31, 2003 and 2002, the review of our quarterly
condensed consolidated financial statements on Form 10-Q’s, review of SEC registration statements (including the
review of our Form S-4 combined Registration Statement/Proxy Statement in connection with the Agreement and
Plan of Merger related to our Corporate Reorganization during 2003) and related responses to SEC comment letters.
Audit related fees consisted primarily of services rendered in connection with employee benefit plan audits.

PART IV
Item 15. Exhibits, Financial Statement Schedules, and Reports on Form 8-K

A, Financial Statements, Financial Statement Schedule and Exhibits
: 1. The financial statements are listed in the Index to Consolidated Financial Statements
on page 46. ' L ,
2. Financial Statement Schedule II — Valuation and Qualifying Accounts is set forth on
page 69. All other financial statement schedules have been omitted as they are either
-not required, not applicable, or the information is otherwise included.
3. The Exhibits are set forth on the Exhibit Index on page 70.
B. Reports on Form §-K ’ '
(1) During the fourth quarter of 2003, we filed a report on Form 8-K dated as of November 4, 2003.

- Item 7. Financial Statements, Pro Forma Financial Information and Exhibits
Press release issued by us on November 4, 2003,

Item 12. Results of Operations and Financial Condition
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

HMS Holdings Corp.
(Registrant)
By:  /s/ William F. Miller, I11

Date:

William F. Miller, III
Chairman and Chief Executive Officer

March 26, 2004

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signatures

/s/ William F. Miller, 111

William F. Miller, 111

/s/ Philip Rydzewski

Philip Rydzewski

/s/ Randolph G. Brown

Randolph G. Brown

/s/ James T. Kelly

James T. Kelly

/s/ William W. Neal

William W. Neal

/s/ Galen D. Powers

Galen D. Powers

/s/ Ellen A. Rudnick

Ellen A. Rudnick

/s/ Richard H. Stowe

Richard H. Stowe

Title

Date

Chairman, Chief Executive Officer, March 26, 2004
and Director (Principal Executive

Officer)

Chief Financial Officer (Principal March 26, 2004
Financial and Accounting Officer)

Director
Directqr
Director
Director
Director

Director
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INDEPENDENT AUDITORS' REPORT

The Board of Directors and Shareholders
HMS Holdings Corp.:

We have audited the accompanying consolidated financial statements of HMS Holdings Corp. and subsidiaries as listed
in the accompanying index. In connection with our audits of the consolidated financial statements, we also have audited
the financial statement schedule as listed in the accompanying index. These consolidated financial statements and
financial statement schedule are the responsibility of the Company’s management. Our responsibility is to express an
opinion on these consolidated financial statements and financial statement schedule based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of America.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above present fairly, in all material respects, the
financial position of HMS Holdings Corp. and subsidiaries as of December 31, 2003, and 2002, and the results of
their operations and their cash flows for each of the years in the three-year period ended December 31, 2003, in
conformity with accounting principles generally accepted in the United States of America. Also, in our opinion, the
related financial statement schedule, when considered in relation to the basic consolidated financial statements taken
as a whole, presents fairly, in all material respects, the information set forth therein.

As discussed in note 5 to the consolidated financial statements, the Company adopted the provisions of Statement of
Financial Accounting Standards No. 142 “Goodwill and Other Intangible Assets”, in 2002.

/s/ KPMG LLP

Princeton, New Jersey
March 3, 2004
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HMS HOLDINGS CORP. AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS
(in thousands, except share and per share amounts)

December 31, December 31,

2003 2002
Assets
Current assets;
Cash and cash equivalents $ 26,615 § 24,174
Short-term investments 100 1,108
Accounts receivable, net 17,331 15,312
Prepaid expenses and other current assets 1,072 1,207
Total current assets 45,118 41,801
Property and equipment, net 3,123 4,912
Goodwill, net 5,679 5,679
Deferred income taxes, net ' 8,920 8,920
Other assets 283 354
Total assets _ $ 63,123 $ 61,666
Liabilities and Shareholders' Equity
Current liabilities:
Accounts payable, accrued expenses and other liabilities $ 11,804 § 13,091
Net liabilities of discontinued operations ‘ - 85
Total current liabilities © 11,804 13,176
Other liabilities ‘ 712 722
Total liabilities 12,516 13,898
Commitments and contingencies
Shareholders' equity:
Preferred stock - $.01 par value; 5,000,000 shares authorized; none issued - -
Common stock - $.01 par value; 45,000,000 shares authorized;

20,042,421 shares issued and 18,397,505 shares outstanding at December 31, 2003;

19,885,390 shares issued and 18,276,274 shares outstanding at December 31, 2002 200 199
Capital in excess of par value 75,167 74,959
Unearned stock compensation - (33)
Accumulated deficit (15,472) (17,820)
Accumulated other comprehensive income - 8
Treasury stock, at cost; 1,644,916 shares at December 31, 2003 and 1,609,116

shares at December 31, 2002 ' (9,288) (9,184)
Note receivable from officer for sale of stock - (361)

Total shareholders' equity 50,607 47,768

Total liabilities and shareholders' equity $ 63,123 $ 61,666

See accompanying notes to consolidated financial statements.
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HMS HOLDINGS CORP. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF OPERATIONS
(in thousands, except share and per share amounts)

Year Year Year
ended ended ended
December 31, December 31, December 31,
2003 2002 2001
Revenue $ 74,361 $ 68,614 $ 58,748
Cost of services: ‘
Compensation 39,140 . 37,834 33,808
Data processing 4,686 5,951 9,150
Occupancy 5,600 5,858 6,208
Direct project costs 12,909 11,484 13,364
Other operating costs 9,794 9,626 10,320
Restructuring costs 352 903 2,280
Impairment of assets - - 1,335
Amortization of intangibles - - 353
Total cost of services 72,481 71,656 76,818
Operating income (loss) 1,880 (3,042) (18,070)
Gain on sale of assets .- - 1,605
Net interest income 256 517 667
Income (loss) from continuing operations before income taxes 2,136 (2,525) (15,798)
Income taxes - - -
Income (loss) from continuing operations 2,136 (2,525) (15,798)
Discontinued operations: - '
Income (loss) from discontinued operations, net 212 3,460 (5,053)
Estimated loss on disposal of discontinued operations - - (200)
Gain on sale of discontinued operation, net - - 1,587
Discontinued operations 212 3,460 (3,666)
Net income (loss) : $ 2,348 $ 935 $ (19,464)
Basic income (loss) per share data: .
Income (loss) per share from continuing operations 0.12 $ 0.14) $ (0.88)
Income (loss) per share from discontinued operations 0.01 0.19 (0.21)
Net income (loss) per basic share 0.13 $ 0.05 $ (1.09)
Weighted average common shares outstanding, basic 18,330 18,199 17,857
Diluted income (loss) per share data:
Income (loss) per share from continuing operations - 0.11 $ 0.14) $ (0.88)
Income (loss) per share from discontinued operations 0.01 0.19 (0.21)
Net income (loss) per diluted share 0.12 $ 0.03 $ (1.09)
Weighted average common shares, diluted 20,132 18,199

See accompanying notes to consolidated financial statements.
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HMS HOLDINGS CORP. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY AND COMPREHENSIVE INCOME/(LOSS)
(In thousands, except share amounts)

Retained Accumulated Note
Common Stock Capital [n Unearned Earnings/ Other Receivable Total
# of Shares Par Excess Of Stock Accumulated Comprehensive Treasury Stock from Sale Shareholders’
Issued Yalue Par Value Compensation Deficit Income/(Loss) # of Shares Amount of Stock Equity
Balance at December 31, 2000 18,563,922 $186 $72,603 $  (433) $709 (892) 1,311,666 ($8,300) $ - $64,673
Comprehensive loss:
Net loss - - - - (19,464) - - - - (19,464)
Change in net unrealized
appreciation on
short-term investments - - - - - 50 - - - 50
Total comprehensive loss (19.414)
Shares issued for note receivable 550,000 5 717 - - - - - (722) -
Shares issued under employee
stock purchase plan 157,667 1 161 - - - - - - 162
Exercise of stock options 60,500 1 69 - - - - - - 70
Purchase of treasury stock - - - - - - 5,350 (15 - (15)
Stock compensation expense - - - 305 - - - - - 305
Balance at December 31, 2001 19,332,089 $193 $73,550 ($128) (518,755) (842) 1,317,016 ($8,315) ($722) $45,781
Comprehensive income:
Net income - - - - 935 - - - - 935
Change in net unrealized
appreciation on
short-term investments - - - - - 50 - - - 50
Total comprehensive income 985
Repayment of note receivable - - - - - - - - 361 361
Shares issued under employee
stock purchase plan 49,983 I 128 - - - - - - 129
Exercise of stock options 503,318 5 710 - - - - - - 715
Purchase of treasury stock - - - - - - 292,100 (869) - (869)
Remeasurement of unearned
stock compensation - - 46 (46) - - - - - -
Stock compensation expense - - 528 141 - - - - - 666
Balance at December 31, 2002 19,885,390 $199 $74,959 (833) (517,820) 38 1,609,116 (89,184) ($361) $47,768
Comprehensive income:
Net income - - - - 2,348 - - - - 2,348
Change in net unrealized
appreciation on
short-term investments . - - - - - (8) - - - (8)
Total comprehensive income 2,340
Repayment of note receivable - - - - - - - - 361 361
Shares issued under employee
stock purchase plan 17,380 - 48 - - - - - - 48
Exercise of stock options 139,651 1 191 - - - - - - 192
Purchase of treasury stock - - - - - - 35,800 (104) - (104)
Remeasurement of unearned
stock compensation - - 31 31 - - - - -
Stock compensation expense - - - 2 - - - - - 2
Balance at December 31, 2003 20,042,421 $200 375,167 $ - ($15,472) $ - 1,644,916 ($9,288) $ - $50,607

See accompanying notes to consolidated financial statements.
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HMS HOLDINGS CORP. AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF CASH FLOWS

(in thousands)

Operating activities:
Net income (loss)

Adjustments to reconcile net income (loss) to cash provided by (used in)

operating activities:
(Income) loss from discontinued operations
Depreciation and amortization
Amortization of intangibles
Loss on disposal and write-off of capitalized software costs
and property and equipment
Provision for doubtful accounts
Net gain on sale of assets, CDR operations and EDI operations
Goodwill impairment
Stock compensation expense
Changes in assets and liabilities:
(Increase) decrease in accounts receivable
Decrease in prepaid expenses and other current assets
(Increase) decrease in other assets
Increase (decrease) in accounts payable, accrued expenses
and other liabilities
Net cash provided by (used in) operating activities

Investing activities:
Purchases of property and equipment
Investment in software
Proceeds from sale of assets, EDI operations, net
Proceeds from sale of assets, CDR operations, net
Net proceeds from maturities of short-term investments

Net cash provided by (used in) investing activities

Financing activities:
Proceeds from issuance of common stock
Proceeds from exercise of stock options
Repayment of note receivable from officer for purchase of common stock
Purchases of treasury stock

Net cash provided by financing activities

Net increase in cash and cash equivalents
Cash and cash equivalents at beginning of period
Cash provided by discontinued operations

Cash and cash equivalents at end of period

Supplemental disclosure of noncash investing and financing activities:
Service credits received as consideration from sale of assets

Sale of common stock to officer for note receivable
Change in unearned compensation

Supplemental disclosure of cash flow information:
Cash paid for interest

Cash paid for income taxes

See accompanying notes to consolidated financial statements.
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Year Year Year
ended ended ended
December 31, December 31, December 31,
2003 2002 2001
$ 2,348 § 935 § (19,464)
(212) (3,460) 3,666
2,555 2,518 2,197
- - 353
35 693 2,126
300 311 2,792
- - (1,605)
- - 1,335
2 666 305
(2,319) (2,903) 793
135 1,213 2,339
71 296 171)
(1,382) 39 5,267
1,533 308 (67)
(801) (3,429) (2,246)
- - (1,198)
- - 661
- - 2,887
1,000 2,964 3,415
199 (465) 3,519
48 129 162
192 715 70
361 361 -
(104) (869) (15)
497 336 217
2,229 179 3,669
24,174 21,020 6,187
212 2,975 11,164
$ 26,615 $ 24,174 $ 21,020
8 - $ - $ 2,259
$ - $ - $ 722
3 (31) 46 -
$ - $ - 5 30
3 8 $ 215 $ 204




HMS HOLDINGS CORP. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. Summary of Significant Accounting Policies

(a) Organization and Business

At a special meeting held on February 27, 2003, the shareholders of Health Management Systems, Inc.
approved the creation of a holding company structure. Following that meeting, all the outstanding shares of Health
Management Systems, Inc. common stock were exchanged on a one-for-one basis for the shares of common stock of
HMS Holdings Corp. (the Company), the new parent company. The adoption of the holding company structure,
pursuant to an Agreement and Plan of Merger approved at the shareholders meeting, constituted a reorganization
with no change in ownership interests or accounting basis and no dilutive impact to the former shareholders of
Health Management Systems, Inc.

HMS Holdings Corp. furnishes revenue recovery, cost containment and business office outsourcing
services to healthcare providers and public health care payors. The Company helps clients increase revenue,
accelerate collections, and reduce operating and administrative costs. The Company operates two businesses
through its wholly owned subsidiaries, Health Management Systems, Inc. and Accordis Inc.

(b) Basis of Presentation and Principles of Consolidation

(i) Discontinued Operations of Business Segments

During 2001, the Company sold its Decision Support Group (DSG) business unit and implemented a
formal plan to proceed with an orderly closure of the Payor Systems Group (PSG) business unit. In prior
periods, DSG and PSG had been separate reportable segments. The current and historical operating results of
DSG and PSG have been reported as discontinued operations in the accompanying Consolidated Statements
of Operations. The current and non-current assets and liabilities of DSG and PSG are presented on a net basis
as discontinued operations on the Consolidated Balance Sheets for all periods presented.

(i1) Principles of Consolidation

The consolidated financial statements include the accounts of the Company and its wholly owned
subsidiaries. All significant intercompany balances and transactions have been eliminated in consolidation.

(c) ‘Cash and Cash Equivalents
For purposes of financial reporting, the Company considers all highly liquid investments purchased with an
original maturity of three months or less to be cash equivalents.

(d) Short-Term Investments

Short-term investments are recorded at fair value. Debt securities that the Company does not have the
intent and ability to hold to maturity are classified either as “available for sale” or as “trading” and are carried at fair
value. All of the Company’s short-term investments are available for sale and carried at fair value. Unrealized
gains and losses on securities classified as available for sale are carried as a separate component of shareholders’
equity. Unrealized gains and losses on securities classified as trading are reported in earnings. Management
determines the appropriate classification of its investments in debt and equity securities at the time of purchase and
reevaluates such determination at each balance sheet date.

(e) Depreciation and Amortization of Property and Equipment

Property and equipment are recorded at cost. Depreciation is provided over the estimated useful lives of
the property and equipment utilizing the straight-line method. Amortization of leasehold improvements is provided
over the estimated useful lives of the assets or the terms of the leases, whichever is shorter, using the straight-line
method. The estimated useful lives are as follows:

Equipment 3-5 years

Leasehold improvements 5-10 years

Furniture and fixtures 5-7 years
4/} Software Development Cost

The Company capitalizes certain software development costs related to software developed for internal use
while in the application development stage. All other costs to develop software for internal use, either in the
preliminary project stage or post implementation stage are expensed as incurred. Amortization of software
development costs is calculated on a straight-line basis over the expected economic life of the product, generally
estimated to be 36-48 months.
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HMS HOLDINGS CORP. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(8 Gooawill

Goodwill, representing the excess of acquisition costs over the fair value of net assets of acquired
businesses, is not amortized but is reviewed for impairment at least annually and written down only in the periods in
which it is determined that the recorded value is greater than the fair value. Fair value is based on a projection of the
estimated discounted future net cash flows expected to result from the acquired business, using a discount rate
reflective of our cost of funds. For the purposes of performing this impairment test, the Company’s business
segments are its reporting units. The fair values of those reporting units, to which goodwill has been assigned, is
compared with their recorded values. If recorded values are less than the fair values, no impairment is indicated.
Goodwill acquired in business combinations completed before July 1, 2001, had been amortized through December
31, 2001, on a straight-line basis over a period of ten to forty years.

(h) Long-Lived Assets

Long-lived assets are reviewed for impairment whenever events or changes in circumstances indicate that
the carrying amount of an asset may not be recoverable. Recoverability of assets to be held and used is measured by
a comparison of the carrying value of its assets to the estimated undiscounted future net cash flows expected to be
generated by the asset. If such assets are considered to be impaired, the impairment to be recognized is measured by
the amount by which the carrying value of the assets exceeds the fair value of the assets and would be charged to
earnings. Fair value is based on a projection of the estimated discounted future net cash flows expected to result
from the asset, using a discount rate reflective of our cost of funds. Assets to be disposed of are reported at the
lower of the carrying amount or fair value less the cost to sell.

(i) Income Taxes

Income taxes are accounted for under the asset and liability method. Under the asset and liability method,
deferred tax assets and liabilities are recognized for the future tax consequences attributable to differences between
the financial statement carrying amounts of existing assets and liabilities and their respective tax bases. This method
also requires the recognition of future tax benefits for net operating loss carry-forwards. Deferred tax assets and
liabilities are measured using enacted tax rates expected to apply to taxable income in the years in which those
temporary differences are expected to be recovered or settled. The effect on deferred tax assets and liabilities of a
change in tax rates is recognized as income in the period that includes the enactment date. The Company provides a
valuation allowance to reduce deferred tax assets to their estimated realizable value.

a) Net Income Per Comimon Share

Basic income per share is calculated by dividing net income by the weighted average number of common
shares outstanding during the period. Diluted income per share is calculated by dividing net income by the weighted
average number of common shares and common stock equivalents outstanding during the period. The Company had
weighted average common shares and common stock equivalents outstanding during the years ended December 31,
2003, 2002 and 2001, of 18,330,000, 18,199,000 and 17,857,000, respectively for weighted average common shares,
and 1,802,000, 2,254,000 and 748,000, respectively for common stock equivalents. In 2002 and 2001, the common
stock equivalents are excluded from the weighted average shares used to compute diluted net loss per share as they
would be antidilutive to the per share calculation. The Company’s common stock equivalents consist of stock options.

(k) Revenue Recognition :

The Company recognizes revenue for its contingency fee based services when third party payors remit
payments to the Company’s customers and consequently the contingency is deemed to have been satisfied. This
revenue recognition policy is specifically addressed in the SEC’s “Frequently Asked Questions and Answers”
bulletin released on October 12, 2000 pertaining to Staff Accounting Bulletin No. 101, Revenue Recognition in
Financial Statements (SAB101). Transaction-related revenue is recognized based upon the completion of those
transactions or services rendered during a given period.
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Upon adoption of SAB 101, effective November 1, 1999, the Company recorded a cumulative effect of

change in accounting principle of $22.0 million, net of income tax benefit of $18.2 million. As of October 31, 1999,
the Company had unbilled accounts receivable of $41.7 million related to its prior revenue recognition policy. Of
this amount, $27.9 million was included in revenue and operating results through December 31, 2000. The
remaining amount was included in revenue and operating results for the years ended December 31, 2003, 2002, and
2001 as follows, $200,000, $500,000 and $12.4 million, respectively. In 2003, Staff Accounting Bulletin No. 104,
Revenue Recognition (SAB 104) replaced SAB 101. The provisions of SAB 104 related to the Company’s revenue
recognition policy as discussed above were unchanged from SAB 101.

() Stock-Based Compensation

The Company accounts for stock-based compensation under Statement of Financial Accounting
Standards (SFAS) No. 123, “Accounting for Stock-Based Compensation.” As permitted by SFAS No. 123, the
Company has elected to continue following the provisions of Accounting Principles Board (APB) Opinion No. 25.
“Accounting for Stock Issued to Employees,” and to adopt only the disclosure provision of SFAS No. 123.
Accordingly, no:employee compensation costs have been recognized for its stock option plans, except as described
in Note 10. Had!compensation costs for the Company’s stock options been determined consistent with the fair value
method prescribed by SFAS 123, the Company’s net income (loss) and related per share amounts would have been
adjusted to the pro forma amounts indicated below:

Year Ended Year Ended Year Ended
December 31, December 31, December 31,
(in thousands, except per share amounts) 2003 2002 2001
Net income (loss), as reported $ 2,348 $ 935 $  (19,464)
Stock-based employee compensation expense included in
reported net income (loss) - - -
Total stock-based employee compensation expense determined
under fair value based method for all awards, net of
related tax effects $  (2,403) $  (1,686) 3 (475)
Pro forma net income (loss) $ (55) $ (751) $  (19,939)

Net income (loss) per basic share: As reported $ 0.13 $ 0.05 $ (1.09)
Pro forma $0.00 $ (0.04) $ (1.12)
Net income (loss) per diluted share: As reported $ 0.12 $ 0.05 $ (1.09)
Pro forma $0.00 $ (0.04) $ (1.12)

"The effect presented above by applying the disclosure-only provisions of SFAS 123 may not be
representative ofithe pro forma effect in future years.

The weighted average fair value of the stock options granted for the years ended December 31, 2003, 2002,
and 2001 were $1.69, $1.82 and $0.89, respectively. The fair value of the stock options granted in the years ended
December 31, 2003, 2002 and 2001 is estimated at the grant date using the Black-Scholes option-pricing model with
the following assumptions: dividend yield of 0% (the Company does not pay dividends); expected volatility of
61.1%, 65.1% and 69.1%; a risk-free interest rate of 3.25%, 2.8% and 3.6%, and expected lives of 5.97, 4.69 and
3.77 years, respectively.

(m) Fair Value of Financial Instruments

The carrying amounts for the Company’s cash equivalents, accounts receivable, and accounts payable
approximate fair value due to their short-term nature. The fair market value for short-term securities is based on
quoted market prices where available.

54




HMS HOLDINGS CORP. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(n) Comprehensive Income (Loss)
Other comprehensive income (loss) recorded by the Company is comprised of unrealized gains and losses
on short-term investments.

(o) Use of Estimates

The preparation of the consolidated financial statements in conformity with generally accepted accounting
principles requires management to make estimates and assumptions that affect the reported amounts of assets and
liabilities and disclosure of contingent assets and liabilities at the date of the consolidated financial statements and the
reported amounts of revenue and expenses during the reported period. The actual results could differ from those estimates.

(7] Reclassifications
Certain reclassifications were made to prior year amounts to conform to the current presentation.

(q) New Accounting Pronouncements

In June 2002, the Financial Accounting Standards Board issued Statement No. 146, “Accounting for Costs
Associated with Exit or Disposal Activities” (SFAS 146). SFAS 146 supercedes Emerging Issues Task Force Issue
No. 94-3, “Liability Recognition for Certain Employee Termination Benefits and Other Costs to Exit an Activity
(including Certain Costs Incurred in a Restructuring)” and requires that a liability for the cost associated with an exit
or disposal activity be recognized when the liability is incurred, as opposed to the date of an entity’s commitment to
an exit plan. The provisions of SFAS 146 are effective for exit or disposal activities that are initiated after
December 31, 2002 and did not have an effect on the Company’s consolidated financial statements.

2. Short-Term Investments

The Company's holdings of financial instruments are comprised of federal, state and local government debt.
All such instruments are classified as securities available for sale.

The table below presents the historical cost basis, and the fair value for the Company's investment portfolio
at December 31, 2003 and 2002 (in thousands):

Historical Fair
Cost Value
December 31, 2003: Fixed Income Governmental Securities $ 100 S 100
(all securities mature in the year ending December 31, 2004)
December 31, 2002: Fixed Income Governmental Securities $ 1,100 $ 1,108

{$1 million matured in the year ended December 31, 2003)

3. Accounts Receivable

(a) Allowance for Doubtful Accounts

Accounts receivable are reflected net of an allowance for doubtful accounts of $3.5 million and $3.4
million at December 31, 2003 and 2002, respectively.

(b) Amounts due from the District of Columbia

In July 2001, the Company recognized bad debt expense in the total amount of $2.7 million for the full
amount of outstanding accounts receivable from the District of Columbia (District or D.C.). This $2.7 million of
accounts receivable consisted of $1.6 million for retroactive Disproportionate Share Hospital (DSH) revenue
recovery services for the D.C. Medicaid program, and $1.1 million for retroactive Medicaid rate adjustment services
rendered to D.C. General Hospital. This bad debt expense is reflected in Direct Project Costs in the Consolidated
Statements of Operations.

55



HMS HOLDINGS CORP. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

With regard to the $1.6 million account receivable item, as a result of the Company’s efforts in seeking
payment, the Chief Contracting Officer of the District Department of Health informed the Company of the decision
through a letter dated May 23, 2001, that the contract pursuant to which the Company rendered services in
connection with the DSH revenue recovery project, including eight amendments to that contract, had been signed by
a Contracting Officer of the Department of Human Services without the requisite contracting authority and therefore
the contract was determined by the Chief Contracting Officer to be void ab initioc. The Company believes the
decision of the Chief Contracting Officer is erroneous. Nonetheless, in light of the decision and the complex and
prolonged administrative process that will accompany an effort to resolve this issue, the Company determined to
recognize bad debt expense for this receivable.

With regard to the $1.1 million account receivable item, the Company had asserted a claim against the
District of Columbia Public Benefit Corporation (PBC) for services rendered to D.C. General Hospital. The
Company received a letter dated April 6, 2001, from the Chief Executive Officer of the PBC stating why he believed
no additional amounts were due the Company for the services rendered. The Company requested additional
information and documentary support for the CEO’s denial but these materials have not been provided. Effective
April 30, 2001, the PBC was dissolved and responsibility for the Company’s claim was transferred to the Executive
Director of the D.C. Financial Responsibility and Management Assistance Authority. After the Company’s further
efforts to pursue collection with the Executive Director, the Company was informed by letter dated July 18, 2001
from the District’s Corporation Counsel, that the matter was referred to the Department of Health for investigation.
In light of the PBC CEO’s denial, the subsequent correspondence between the parties, the unwillingness of the D.C.
government to provide documentary support for -the denial of payment, and the complex and prolonged
administrative process that will accompany an effort to resolve this issue, the Company determined to recognize bad
debt expense for this receivable.

In conjunction with the bad debt expense discussed above, the Company recognized a reduction in accrued
subcontractor expense in 2001 in the amount of $2.5 million, for the related contractual contingency based payment
that would have been due to the main service provider to the Company in fulfillment of these projects for the
District. This reduction in subcontractor expense is included in Direct Project Costs in the Consolidated Statements
of Operations. Also, the Company has determined that an advance of $2.5 million it had made to this same
subcontractor is uncollectible and has recognized expense in 2001 in the amount of the advance. This additional
expense is also included in Direct Project Costs on the Consolidated Statements of Operations and largely offsets the
reduction above, in accrued subcontractor expense.

4, Property and Equipment
Property and equipment as of December 31, 2003 and 2002 consisted of the following (in thousands):

December 31, December 31,
2003 2002
Equipnent _ $ 10,697 $ 11,927
Leasehold improvements 4,252 4,950
Furniture and fixtures 4,163 4,193
19,112 21,070
Less accumulated depreciation and amortization (15,989) (16,158)
Property and equipment, net $§ 3,123 $§ 40912

Depreciation and amortization expense related to property and equipment charged to operations for the
years ended December 31, 2003, 2002 and 2001, was $2.6 million, $2.5 million and $2.2 million, respectively.

5. Goodwill

Goodwill as of December 31, 2003 and 2002 was $5.7 million. Amortization expense related to intangible
assets charged to operations for the year ended December 31, 2001 was $353,000.
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Effective January 1, 2002, the Company adopted SFAS 142. SFAS 142 eliminates amortization of goodwill
and indefinite-lived intangible assets, addresses the amortization of intangible assets with finite lives and addresses
impairment testing and recognition for goodwill and intangible assets. As a result of adoption, amortization ceased
for goodwill. No impairment loss resulted from the initial goodwill impairment test, or from the annual impairment
tests that were performed during 2003 and 2002.

The following reflects the impact that SFAS 142 would have had on net loss and loss per common share of
prior periods if adopted at the beginning of the year ended December 31, 2001 (in thousands except per share data):

Year ended
December 31, 2001

Loss from continuing operations, as reported $ (15,798)
Add back: goodwill amortization, net of tax 353
Adjusted loss from continuing operations (15,445)
Loss from discontinued operations, as reported (3,666)
Add back: goodwill amortization, net of tax 102
Adjusted loss from discontinued operations . (3,564)
Adjusted net loss $ (19,009
Loss per share from continuing operations, as reported = $ (0.88)
Goodwill amortization 0.02
Adjusted loss per share from continuing operations (0.86)
Adjusted loss per share from discontinued operations ‘ (0.20)
Adjusted loss per share § _(1.06)
Weighted average shares outstanding 17,857

During the year ended December 31, 2001, the Company recognized an impairment charge of $1.3 million,
the amount of the remaining unamortized goodwill related to its Global business unit which had been acquired in
1997. The impairment charge resulted from the Company’s recoverability assessment, which was triggered by the
significant underperformance of the unit relative to the expected historical results and the current projections of
future operating results. The impairment charge was measured based on the projected discounted future cash flows
from the business unit over the remaining fifteen year amortization period of the goodwill using a discount rate
reflective of the Company’s cost of funds.

6. Accounts Payable, Accrued Expenses and Other Liabilities
Accounts payable, accrued expenses and other liabilities as of December 31, 2003 and 2002 consisted of
the following (in thousands):

December 31, December 31,

2003 2002

Accounts payable, trade $ 2,722 $§ 2,936
Accrued compensation 3,845 3,477
Accrued direct project costs 1,399 1,941
Accrued restructuring costs 1,442 ' 2,191
Accrued software license obligations 441 934
Accrued other expenses 1,955 1,612
$ 11,804 $ 13,091
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7. Income Taxes

The income tax expense for the periods applicable was allocated as follows (in thousands):

Loss from continuing operations
Discontinued operations:

Income (loss) from discontinued operations -

Gain on sale
Total tax expense

Year Ended Year Ended Year Ended
December 31, December 31, December 31,
2003 2002 2001

$ - $ - $ -
- - 312
p - $ - $ 312

There was no income tax expense (benefit) from continuing operations for the years ended December 31,

2003, 2002 and 2001.

A reconciliation of the income tax expense (benefit) calculated using the applicable federal statutory rates
to the actual income tax expense (benefit) from continuing operations follows (in thousands):

Income tax expense (benefit):

Computed at federal statutory rate

State and local tax expense, net of
federal benefit

Amortization of goodwill

Municipal interest

Increase (decrease) in valuation
allowance

Benefit of subsidiary merger

Other, net

Total income tax expense (benefit)

Year Ended Year Ended Year Ended
December 31, December 31, December 31,
2003 % 2002 % 2001 %

726 34.0 $ (859) (34.0) $ (5,529) (35.0)
196 9.2 (171) (6.8) (950) (6.0)
- - - - 46 0.3
4) (0.2) 48) (1.9) (82) (0.3)
(1,142) (53.3) 1,412 55.9 6,239 39.5
- - (330) (13.0) - -
224 10.5 (4) (0.2) 276 1.7
- - $ - - g - -
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Deferred income taxes are recognized for the future tax consequences of temporary differences between the
financial statement and tax bases of assets and liabilities. The tax effect of temporary differences that give rise to a
significant portion of the deferred tax assets and deferred tax labilities at December 31, 2003 and 2002 were as
follows (in thousands):

December 31, December 31,
2003 2002
Deferred tax assets:
Allowance for doubtful accounts 3 1,675 $ 1,947
Property and equipment 1,230 1,008
Restructuring cost 873 1,102
Goodwill and other intangibles 1,342 1,639
Software 631 752
Federal and state net operating loss carryforwards 12,417 13,921
Deferred stock compensation ’ 338 321
Deferred rent 271 . 131
Other 334 ‘ 20
Total deferred tax assets before valuation allowance 19,111 20,841
Less valuation allowance (8,612) ‘ (9,846)
Total deferred tax assets after valuation allowance 10,499 11,113
Deferred tax liabilities: .
Capitalized research and development cost 29 110
Federal impact of state net operating loss carryforwards 1,550 1,965
Total deferred tax liabilities ' 1,579 2,075
Total net deferred tax assets $ 8,920 $ 8,920
Net current deferred tax assets $ - $ -
Net non-current deferred tax assets 8,920 8,920
Total net deferred tax assets $ 8,920 $ 8,920

At December 31, 2003, the Company had net operating loss carry-forwards of $23.1 million and $35.6
million, which are available to offset future federal and state/local taxable income, respectively. Of the federal
amount, $2.5 million is subject to annual limitation of $266,000 under Internal Revenue Code Section 382, The
federal and state/local net operating loss carry-forwards expire between years 2007 through 2022.

During the year ended December 31, 2002, the Company did not recognize any change in its valuation
allowance of $9.8 million. During the year ended December 31, 2003, the Company recognized a decrease in the
valuation allowance of $1.2 million related to the Company’s ability to realize its deferred tax assets. The resultant
valuation allowance balance of $8.6 million is specifically associated with the Company’s net operating loss carry-
forwards (NOLs), which account for the majority of the Company’s deferred tax assets. The Company believes the
available objective evidence, principally its recent taxable losses, creates sufficient uncertainty regarding the
realizability of its NOLs, that it is more likely than not, that some of the NOLs are not realizable. The Company
determined the amount of the valuation allowance based on its assessment of the recoverability of the deferred tax
assets by projecting future taxable income. The projection included the reversal of known temporary differences,
and reflected managements’ estimates of future results of operations after considering the significant changes in the
Company’s business represented by the business divestitures, sales of assets, and operational and infrastructure
restructurings as discussed in Note 12. The realizability of the Company’s deferred tax assets and the
corresponding valuation allowance will be adjusted in the future based on the Company’s actual taxable income
results and updated estimates of future taxable income. The Company believes that it is more likely than not that the
results of future operations will generate sufficient taxable income to realize the deferred tax assets, net of valuation
allowance, based on its projection of future operating results. :
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8. Equity

(a) Common Stock

The terms of the Company’s (HMS Holdings) authorized capital are identical in all material respects to the
terms of Health Management Systems, Inc. authorized capital stock prior to the sharcholder approval of the holding
company structure.

(b) Treasury Stock

On May 28, 1997, the Board of Directors authorized the Company to repurchase such number of shares of
its common stock that have an aggregate purchase price not to exceed $10 million. The Company is authorized to
repurchase these shares from time to time on the open market or in negotiated transactions at prices deemed
appropriate by the Company. Repurchased shares are deposited in the Company’s treasury and used for general
corporate purposes. During the year ended December 31, 2003, the Company repurchased a total of 35,800 shares
of common stock for $104,000 at an average price of $2.93 per share. During the year ended December 31, 2002,
the Company repurchased a total of 292,100 shares of common stock for $869,000 at an average price of $2.97 per
share. During the year ended December 31, 2001, the Company repurchased a total of 5,350 shares of common
stock for $15,000 at an average price of $2.80 per share. Since the inception of the repurchase program in June
1997, the Company has repurchased 1,644,916 shares of common stock at an average price of $5.65 per share
having an aggregate purchase price of $9.3 million.

(c) Preferred Stock

The Company’s certificate of incorporation, as amended, authorizes the issuance of up to 5,000,000 shares
of “blank check” preferred stock with such designations, rights and preferences as may be determined by the
Company’s Board of Directors. As of December 31, 2003 no preferred stock has been issued.

9. Employee Benefit Plan

The Company sponsors a benefit plan to provide retirement benefits for its employees known as the HMS
Holdings Corp. 401(k) Plan (the Plan). Participants may make voluntary contributions to the Plan of up to 15% of
their annual base pre-tax compensation not to exceed the federally determined maximum allowable contribution.
The Plan permits discretionary Company contributions. The Company contributions are not in the form of the
Company’s common stock and participants are not permitted to invest their contributions in the Company’s stock.
For the years ended December 31, 2003, 2002 and 2001 the Company contributions to the Plan were $467,000,
$451,000, and $264,000, respectively.

10. Stock-Based Compensation Plans

(a) 1999 Long-Term Incentive Plan :

The Company’s 1999 Long-Term Incentive Stock Plan (the Plan), was approved by the Company’s
shareholders at the Annual Meeting of Shareholders held on March 9, 1999. The primary purposes of the Plan are (i)
to promote the interests of the Company and its shareholders by strengthening the Company’s ability to attract and
retain highly competent individuals to serve as Directors, officers and other key employees and (ii) to provide a
means to encourage stock ownership and proprietary interest by such persons. The Plan provides for the grant of (a)
options to purchase shares of the Company’s common stock at an exercise price no less than 100% of the fair market
value of the Company’s common stock; (b) stock appreciation rights (SAR) representing the right to receive a
payment, in cash, shares of common stock, or a combination thereof, equal to the excess of the fair market value of a
specified number of shares of the Company’s common stock on the date the SAR is exercised over the fair market
value of such shares on the date the SAR was granted; or (c) stock awards made or valued, in whole or in part, by
reference to shares of common stock. Options are granted under the Plan with various vesting provisions up to five
years, including time based and/or performance based vesting periods. Stock options currently outstanding become
exercisable and expire at various dates through November 2013. Options expire ten years after the date of grant. As
of December 31, 2003, no SAR’s or stock purchase awards had been granted. At the June 4, 2003 Annual Meeting
of Sharecholders, the shareholders approved an increase in the number of shares of common stock available for
issuance under the Plan to 6,251,356 from 4,751,356. The Plan expires in January 2009.

On December 15, 2000, all non-employee members of the Board of Directors were granted options under
the Plan to purchase shares of common stock. Three members were granted options to purchase 25,000 shares at an
exercise price of $1.07 per share, the then current market price. These options vested one-third on the grant date and
one-third annually thereafter. Two members of the Board of Directors were each granted options under the Plan to
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purchase 150,000 shares of common stock, at an exercise price of $1.07 per share, the then current market price.
The options vest as follows: 30,000 shares on the date of grant, 45,000 shares on the first anniversary, and the
remaining 75,000 shares thereafter in eight equal quarterly installments. This grant represented 25,000 options for
service as board members consistent with the grant above made to the other non-employee directors, 25,000 options
for additional board member service for participation in the Company’s strategic review, divestiture assessment and
operational re-engineering and 100,000 options for additional consulting service beyond their status as board
members for participation in the Company’s strategic review, divestiture assessment and operational re-engineering.
The Company therefore recognizes compensation expense for 100,000 shares of each option grant using variable
stock option accounting.

Based on the fair value of the options using the Black-Scholes option pricing model, the Company recorded
stock compensation expense totaling $2,000, $141,000 and $305,000 for the years ended December 31, 2003, 2002
and 2001, respectively, as a component of other operating costs in the accompanying Consolidated Statements of
Operations. Unearned stock compensation totaled zero and $33,000 at December 31, 2003 and 2002, respectively, as
a component of shareholders’ equity in the accompanying Consolidated Balance Sheets.

(b) 1995 Non-Employee Director Stock Option Plan

The Company’s 1995 Non-Employee Director Stock Option Plan (the NEDP) was adopted by the Board of
Directors on November 30, 1994. Under the NEDP, directors of the Company who are not employees of the
Company or its subsidiaries may be granted options to purchase 1,500 shares of common stock of the Company
during the fourth quarter of each year commencing with fiscal year 1995. Options for the purchase of up to 112,500
shares of common stock may be granted under the NEDP and the Company will reserve the same number of shares
for issuance. The options available for grant are automatically increased to the extent any granted options expire or
terminate unexercised. The last awards under the NEDP were in October 2000. As of December 31, 2003 and
2002, 39,000 and 39,750 options were outstanding.

(c) Options Issued Outside the Plans

On June 4, 2002, as ratified by the shareholders at the Company's annual meeting, the Company granted
250,000 stock options at an exercise price of $2.48 per share to a member of the Board of Directors. All of the
options were fully vested on the grant date, June 4, 2002. This grant represented 60,000 options for service as a
board member consistent with a similar grant to the other board members in December 2001, and 190,000 options as
an inducement to join the board. The Company immediately recognized a total of $525,000 in compensation
expense consisting of $478,800 based on the fair value of the options using the Black-Scholes option pricing model
for the 190,000 options and $46,200 for the 60,000 options based on the difference between the current market price
of the stock on the grant date and the exercise price.

During 2001, the Company issued options outside its stock plans. In January 2001, in conjunction with his
joining the Company, the Chairman and Chief Executive Officer was granted options to purchase 750,000 shares of
common stock at $1.31 per share, the then current market price. The options vest as follows: 100,000 on January
10, 2002 and the remaining 650,000 options vest ratably in eight equal quarterly installments, commencing June 30,
2002. In March 2001, in conjunction with his joining the Company, the President and Chief Operating Officer was
granted options to purchase 700,000 shares of the Company’s common stock at $1.19 per share, the then current
market price. The options vest as follows: 100,000 on March 30, 2002 and the remaining 600,000 options vest
ratably in eight equal quarterly installments, commencing June 30, 2002. As of December 31, 2003, 1,293,750 of
these options granted to these two officers were exercisable.

61




HMS HOLDINGS CORP. AND SUBSIDIARIES
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

(d) Summary of Options
Presented below is a summary of the Company’s options for the years ended December 31, 2003, 2002 and

2001 (in thousands, except per share amounts):

Year Ended Year Ended Year Ended
December 31, 2003 December 31, 2002 December 31, 2001
Weighted Weighted Weighted
average average average
exercise exercise exercise
Shares  price Shares price Shares price
Outstanding at
beginning of period 5,625 $2.65 5,782 £2.76 3,686 $4.81
Granted 980 297 1,448 3.32 3,376 1.68
Exercised (140) 1.38 (503) 1.42 (61) 1.15
Cancelled (129) 5.05 (1,102) 4,66 (1,219) 6.07
Outstanding at
_end of period 6,336 $2.68 5,625 $2.65 5,782 $2.76

The following table summarizes information for stock options outstanding at December 31, 2003 (in
thousands, except per share data):

Weighted Weighted Weighted

Range of Number average average average

exercise outstanding as of remaining exercise Number exercise
prices December 31, 2003 contractual life price exercisable price
§1.07 530 6.96 $1.07 530 $1.07
1.19 700 7.24 1.19 625 1.19
1.27-1.31 825 7.05 1.31 727 1.31
1.50-1.96 426 7.56 1.73 321 1.72
2.48 1,095 8.06 2.48 1,095 2.48
2.76 -3.10 965 9.76 2.86 294 2.95
3.41-4.59 1,255 8.53 3.51 790 3.49
5.88-6.44 495 4.52 6.34 495 6.34
6.97-23.00 45 2.45 12.44 45 4.89
$1.07 - $23.00 6,336 7.78 $2.68 4,922 $2.62

(e) Employee Stock Purchase Plan

On May 28, 1993, the Board of Directors adopted the Health Management Systems, Inc. Employee Stack
Purchase Plan (the ESPP). The purpose of the ESPP was to provide a method whereby all eligible employees of the
Company may acquire a proprietary interest in the Company through the purchase of shares of common stock.
Under the ESPP, employees may purchase the Company’s common stock through payroll deductions. The
Company reserved for issuance up to 1,125,000 shares of common stock pursuant to the ESPP.

At the beginning of each year, participants were granted an option to purchase shares of the Company’s
common stock at an option price equal to 85% of the fair market value of the Company’s common stock on the
lower of either the first business day of the plan year or any day within 10 days of the end of each quarter.

For the years ended December 31, 2003, 2002 and 2001 employees purchased 17,380, 49,983 and 157,667,
respectively, of common stock pursuant to the ESPP for aggregate consideration of $48,000, $129,000 and
$162,000, respectively.

As of December 31, 2002, the ESPP was discontinued as substantially all of the shares reserved for
issuance by the Board of Directors had been issued. Shares issued in 2003 were purchased with amounts withheld
from employees in 2002.
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11. Transactions with Officers and Other Related Parties

(a) Transactions with Chief Executive Officer

As a condition of joining the Company, the new Chief Executive Officer was provided financing to acquire
550,000 common shares directly from the Company at $1.31 per share, the then current market price. In January
2001, the Company’s former Accelerated Claims Processing, Inc. subsidiary, a Delaware corporation, provided this
financing, in the form of a full recourse note in the amount of $722,000, bearing interest at the rate of 6.5% per
annum, payable in two equal annual installments commencing January 2002. The first installment of $361,000 in
principal and $47,000 in interest was received in January 2002. The second and final installment of $361,000 in
principal and $23,000 in interest was received in January 2003. The sale of common stock was exempt from the
registration provisions of the Securities Act of 1933 pursuant to Section 4(2) of that Act relating to transactions not
involving a public offering. Additionally, the Company granted the new Chief Executive Officer stock options to
purchase 750,000 shares at $1.31 per share (see Note 10).

(b) Separation Agreement with Former Chief Executive Officer

Pursuant to the terms of a Separation Agreement executed in October 2000, the Company provided
separation compensation to the former Chief Executive Officer of $1.5 million and an additional payment of
$150,000 in exchange for his non-compete through April 2006. The agreement also provides for full salary
continuation for two years at an annual rate of $364,000, a consulting arrangement for $50,000 per year thereafier
until April 2006, and health insurance coverage for the related periods. As of December 31, 2003 and 2002,
$152,000 and $214,000, respectively, remained as liabilities pursuant to the terms of the agreement.

(c) Related Party Transactions
The Company paid approximately $89,000, $61,000 and $171,000 for the years ended December 31, 2003,
2002 and 2001, respectively, in fees to a law firm at which one director of the Company is a senior partner.

12. Restructurings, Discontinued Operations and Divestitures

Strategic Review

In late fiscal year 2000, the Company began a strategic examination of its operating businesses and general
infrastructure to implement a focused business plan, divest non-strategic assets and reduce infrastructure and
overhead costs. The Company incurred restructuring charges, discontinued operations of two business segments, one
through closure and one through sale, and divested certain non-strategic assets as follows:

(a) Restructurings

In 2001, the Company recognized a restructuring charge of $747,000 for the closure of its Washington, D.C.
office, consisting of $198,000 in employee costs (representing 4 employees), $299,000 in office lease and fixed asset
costs, and $250,000 for the write-off of an initial fee paid for a third party liability recovery system which the Company
had determined would not be put into use. Of the total restructuring charges, $103,000 remained as accrued liabilities
at December 31, 2002 and there was no remaining balance at December 31, 2003.

In 2001, the Company reduced a previously recorded restructuring charge for severance and facility
consolidation by $327,000. As of December 31, 2001, there was no remaining liability for this restructuring.

In December 2001, the Company recognized a restructuring charge of $1.8 million consisting of $1.3 million for
facility costs associated with reducing the amount of space the Company occupies at its headquarters in New York City,
and $500,000 for severance costs associated with reducing 20 employees in the information technology and facilities
maintenance departments. In December 2002, the Company increased this restructuring charge by $800,000 for additional
facilities costs associated with reducing its New York City office space based on an executed sublease. In December
2003, the Company increased this restructuring charge by $352,000 reflecting higher than forecasted real estate taxes. As
of December 31, 2003 and 2002, $1.4 million and $2.1 million respectively, remained as accrued liabilities.
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The balance at December 31, 2001 for the New York leased space reduction represents the full amount of the
initial provision while the initial provision for the Washington DC office closure was approximately $747,000 and was
recorded in 2001. The following table presents a summary of the activity in accrued liabilities for restructuring charges
(in thousands):

Washington DC New York Leased
Office Closure Space Reduction
Balance at December 31, 2001 $269 $1,800
Cash payments (166) (512)
Provision - 800
Balance at December 31, 2002 103 2,088
Cash payments (103) (999)
Provision - 352
Balance at December 31, 2003 $ - $1,441
R A
(b) Discontinued Operations of Business Segments
) Discontinuance of Payor Systems Group

In April 2001, and as subsequently adjusted during 2001, the Company incurred a restructuring charge of
$4.8 million related to its Payor Systems Group (PSG), resulting from the decision to discontinue development of
its managed care system offering, after considering alternatives to its development partner’s notification that it
neither wished ‘to purchase PSG nor continue to financially participate in the development of the system. Also, in
April 2001, as a result of these events, the Company recognized an asset impairment charge of $4.6 million relating
to the write-off of the goodwill and other intangible assets associated with the Company’s prior acquisition of PSG.
On July 31, 2001, the Company implemented a formal plan to proceed with an orderly closing of PSG. This
decision followed from the notice of contract termination the Company received from the largest customer of PSG,
which accounted for 56% of the total revenue in PSG at that time. The Company’s formal plan of discontinuance
included provisions for on-going service to existing clients according to the current contract terms while pursuing early
release from existing contract relationships or opportunities to assign the contracts to other service providers, resulting
in an estimated loss on disposal of $200,000. In 2002, the Company received a $2.7 million termination fee, which was
not included in the disposal estimate. In addition, the Company reduced the estimated loss on disposal by $448,000,
based on actual operating results from 2002. Consequently, the Company recognized income from discontinued
operations, in the accompanying Consolidated Statement of Operations, of $3.1 million in 2002. In 2003, based on the
actual results of operations, the Company recognized $212,000 of income from discontinued operations. At December
31, 2003 and 2002, zero and $85,000 remained as accrued liabilities for discontinued operations.

The results of PSG’s operations have been reported as discontinued operations in the Consolidated
Statements of Operations for all periods presented.

(ii) Sale of Decision Support Group

On December 11, 2001, the Company sold its healthcare decision support software systems and services
business, Health Care microsystems, Inc. (HCm), a wholly owned subsidiary, which operated as the Company’s
Decision Support Group (DSG) business segment, to HCm’s executive management team (Purchaser). The total
sale price of $9.8 million consisted of $9.2 million in cash and the assumption of $600,000 of the Company’s
liabilities by the Purchaser, resulting in a gain of $1.9 million. This gain of $1.9 million is reflected net of income
taxes of $312,000, resulting in net gain on sale of discontinued operations of $1.6 million. In 2002, the Company
increased the estimated gain on the disposal of this segment by $311,000, resulting from the favorable resolution of
certain operating liabilities.

As a result of the sale of this business segment, DSG has been reflected in the accompanying financial
statements as a discontinued operation.
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(i11) Discontinued Operations Information
Results of operations from discontinued operations were as follows (in thousands):

Year Ended
December 31, 2001
PSG DSG Total
Revenue $ 8228 $§ 20,727 § 28955
Income (loss) before income taxes $ (8443) § 3390 § (5,053)
Income tax expense (benefit) - - -
Income (loss) from discontinued operations $ (8443) $ 3390 § (5,053
(c) Divestitures
(i) Sale of Electronic Transaction Processing Business

Effective January 1, 2001, the Company sold its electronic transaction processing (EDI) business,
consisting of substantially all of the assets of the Company’s wholly owned subsidiary, Quality Medi-Cal
Adjudication, Incorporated, and certain of the assets of its wholly owned subsidiary, Health Receivables
Management, Inc., to Medi, Inc. (Medi), a privately held entity. The total sale price of $3.0 million consisted of: (i)
$450,000 in cash at closing, (ii) a one-year secured promissory note in the principal amount of $275,000 and, (iii)
$2.3 million of service credits. The Company applied these service credits against invoices for services rendered
by Medi to the Company pursuant to a services agreement entered into between the parties at the time of closing.
For the years ended December 31, 2002 and 2001, the Company utilized service credits of $1.1 million and $1.2
million, respectively. The net assets sold and related transaction costs totaled $3.1 million, resulting in a loss on
sale of assets of $61,000.

(i) Sale of CDR Associates, Inc.

In July 2001, the Company sold substantially all of the assets of CDR Associates, Inc. (CDR), a wholly
owned subsidiary, to CDR Associates, L.L.C., a Delaware limited liability corporation, principally owned by the
former management team of CDR. The total sales price of $3.2 million consisted of $2.9 million in cash at closing
and $280,000 in four scheduled payments to be made over the next seven months. The net assets sold of $1.3
million and related transaction costs of $200,000, totaled $1.5 million, resulting in a gain on the sale of assets of
$1.7 million. The Company’s CDR business generated revenue and net income of $2.3 million and $500,000,
respectively, during the year ended December 31, 2001, through the date of sale.

13. Commitments

(a) Lease commitments

The Company leases office space, data processing equipment and software licenses under operating leases
that expire at various dates through 2013. The lease agreements provide for rent escalations. Rent expense, net of
sublease income, for the years ended December 31, 2003, 2002 and 2001, was $3.4 million, $4.5 million and $4.5
million, respectively. Sublease income was $1.1 million, $1.1 million, and $1.0 million, for the years ended
December 31, 2003, 2002 and 2001, respectively.

Mmlmum annual lease payments to be made and sublease payments to be received for each of the next five
years ending December 31 and thereafter are as follows (in thousands):

Year Payments Sublease Receipts
2004 $6,242 $2,220
2005 5,035 2,273
2006 4,142 ‘ 1,454
2007 3,708 952
2008 3,295 571
Thereafter 15,998 2,662

Total $ 38,420 310,132
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(b) Legal
(i) HHL Financial Services

On June 28, 1998, eight holders of promissory notes (the "Notes") of HHL Financial Services, Inc.
{"HHL") commenced a lawsuit against us and others in the Supreme Court of the State of New York, County of
Nassau, alleging various breaches of fiduciary duty between 1990 and 1996 against HHL (the first cause of action)
and that defendants intentionally caused HHL’s default under the Notes (the second cause of action). The complaint
alleged that the defendants caused HHL to make substantial unjustified payments to us, which, ultimately, led to
defaults on the Notes and to HHL's filing for Chapter 11 bankruptcy protection in 1997, The plaintiffs sought
damages in the amount of $2.3 million (for the unpaid notes) plus interest. As a result of motion practice before the
Bankruptcy Court, the breach of fiduciary duty claim was dismissed. A motion to dismiss the remaining cause of
action, for tortious interference with contract, was denied by the New York Supreme Court, and an appeal was
taken. On March 3, 2003, the Appellate Division Second Department affirmed the lower Court’s decision holding
that the Complaint pleaded a cognizable cause of action for tortious interference. In February 2004, the parties
agreed on a settlement. The settlement, as recognized in the Company’s financial statements for the year ended
December 31, 2003, after available insurance recoveries, was immaterial.

(ii) Subpoena from the United States Attorney’s Office

On January 31, 2003, the Company announced that it had received a subpoena issued under the Health
Insurance Portability and Accountability Act of 1996 from the United States Attorney’s Office for the Southern
District of New York in connection with an investigation relating to possible federal health care offenses. The
subpoena sought the production of certain documents from January 1982 to present relating to medical
reimbursement claims submitted by the Company to Medicare, Medicaid, and other federal healthcare programs,
particularly on behalf of a significant client of Accordis.

The Company’s Board of Directors appointed a special committee to oversee its response to the
investigation. The Company continues to cooperate fully with the investigation.

Private parties may assert claims against healthcare providers for violations of healthcare laws in actions
known as qui tam suits. In these cases, the complaints filed by private litigants are sealed with the court, pending a
decision by the government as to whether it will intervene in, and take control of, the litigation. If the government
declines to intervene, the private litigant may independently pursue the case against the healthcare provider. In the
course of discussions with the United States Attorney’s Office, the Company has learned that a qui tam lawsuit has
been filed against the Company in the U.S. District Court for the Southern District of New York. Because the gui
tam complaint remains sealed, the Company has not had any opportunity to review its allegation. The Company
believes, however, that it is likely that the complaint primarily relates to the matters covered by the government’s
subpoena. The Company intends to vigorously defend any qui tam proceeding that is asserted against it.

The Company is not able to give any assurances as to the duration or outcome of the investigation or as to
the effect that any proceedings that may be brought by the government may have on its financial condition or results
of operations. The initiation of proceedings against the Company, even if the Company is ultimately successful in
defending itself, could have a material adverse effect on its business, financial condition or results of operations.

Other legal proceedings to which the Company is a party, in the opinion of the Company’s management, are
not expected to have a material adverse effect on the Company’s financial position, results of operations, or liquidity.

(c) Employment Agreements

The Company is obligated under a separation agreement with a former executive as further presented in
Note 11(b). In addition, the Company is obligated under three employment agreements with executive officers that
provide for salary and benefit continuation in the event of termination without cause, that expire in January 2006,
October 2006 and April 2007.

14. Segments and Geographical Information

In June 1997, the FASB issued SFAS No. 131, “Disclosures About Segments of An Enterprise and Related
Information.” SFAS No. 131 established standards for reporting information about operating segments in annual
financial statements and in interim financial reports issued to stockholders.

(a) Segment Information

Accordis provides business office outsourcing services for hospitals, emergency medical transport
agencies, and other healthcare providers. These business office services may include identifying third-party
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resources, submitting timely and accurate bills to third-party payors and patients, recovering and properly
accounting for the amounts due, responding to customer service questions from patients, and securing the
appropriate cost-based reimbursement from entitlement programs. Clients may outsource the entlrety of their
business office operations to us, or discrete components of the revenue cycle.

Health Management Systems works on behalf of government healthcare programs to contain costs by
recovering expenditures that were the responsibility of a third party, or that were paid inappropriately. Health
Management Systems’ clients include state and county Medicaid programs, their managed care plans, state
prescription drug programs, child support enforcement agencies, and other public programs. By assisting these
agencies in properly accounting for the services they deliver, we also help ensure that they receive the full amount
of program funding to which they are entitled. The Company measures the performance of its operating segments
through "Operating Income" as defined in the accompanying Consolidated Statements of Operations.

Total
HMS Holdings Health
continuing Management

(in thousands) operations Accordis  Systems  Corporate

Year ended December 31, 2003
Revenue $74,361 $37,265 $37,096 % -
Operating income (loss) 1,880 (4,599) 6,479 -
Total assets 63,123 15,783 11,705 35,635
Goodwill - 5,679 4,596 1,083 -
Depreciation and amortization 2,555 1,293 1,262 -
Capital expenditures and software capitalization 801 320 481 -

Year ended December 31, 2002
Revenue 68,614 36,331 32,283 -
Operating income (loss) (3,042) (7,641) 4,599 -
Total assets 61,666 16,637 10,827 34,202
Goodwill 5,679 4,596 1,083 -
Depreciation and amortization 2,518 1,327 1,191 -
Capital expenditures and software capitalization 3,429 1,923 1,506 -

Year ended December 31, 2001
Revenue 58,748 31,329 27,419 -
Operating loss (18,070) (14,610) (3,460) -
Total assets 60,394 16,210 10,222 33,962
Goodwill - 5,679 4,596 1,083 -
Depreciation and amortization 2,550 1,456 1,094 -
Capital expenditures and software capitalization 3,444 2,564 880 -

Total HMS Holdings assets presented above, do not include the assets of the discontinued operations,
which are separately disclosed on the accompanying Consolidated Balance Sheets.

Assets, including prepaid expenses, property and equipment and goodwill have been allocated to identified
segments based upon actual usage, occupancy or other correlations with operating metrics. Other corporate assets,
including cash, short-term investments, and deferred tax assets, are shown in the corporate category.

(b) Geographic Information
The Company operates within the continental United States.
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(c) Major Customers

The Company’s largest client is the Los Angeles County Department of Health Services in California. This
client accounted for 12%, 14% and 12% of the Company’s total revenue in the years ended December 31, 2003,
2002 and 2001, respectively. The loss of this customer would have a material adverse effect on Accordis and HMS
Holdings Corp. The Company provides the County (or designated facilities within the County) with, among other
services, secondary third-party resource identification and recovery services, commercial insurance billing services,
Medi-Cal billing and follow-up services, and financial management and consulting services relating to both inpatient
and outpatient accounts. Either party may terminate the agreement with or without cause upon 30 days written
notice, except that financial management and consulting services require 90 days written notice of termination. The
Company provides services to this client pursuant to a contract awarded in April 2003 for a one-year period with
two annual automatic renewals through June 2006. Although the Company cannot give any assurance that the
contract will be renewed after June 2004, the Company has been providing services to this client for more than
twenty years.

(d) Concentration of Revenue

The clients constituting the Company’s 10 largest clients change periodically. The concentration of revenue
with such clients was 63%, 56% and 51% of the Company’s revenue in the years ended December 31, 2003, 2002
and 2001 respectively. In many instances, the Company provides its services pursuant to agreements subject to
competitive re-procurement. All of these agreements expire between 2004 and 2007. The Company cannot provide
assurance that any of these agreements will be renewed and, if renewed, that the fee rates will be equal to those
currently in effect.

15. Quarterly Financial Data (unaudited)

The table below summarizes the Company’s unaudited quarterly operating results for its last two fiscal years,

(in thousands, except per share amounts) First Second Third Fourth
Year ended December 31, 2003 Quarter Quarter Quarter Quarter
Revenue $ 17,758 ¢ 17,016 $ 18708 § 20,879
Operating income (loss) (492) 961) 1,008 2,325
Discontinued operations, net - - 212 -
Net income (loss) (395) (902) 1,266 2,379
Basic net income (loss) per share - (0.02) (0.05) 0.07 0.13
Diluted net income (loss) per share (0.02) (0.05) 0.06 0.12
Year ended December 31, 2002
Revenue $ 16,870 § 16,744 § 17,024 § 17,976
Operating income (loss) (878) (1,889) 204 (479)
Discontinued operations, net - 2,900 - 560
Net income (loss) (719) 1,141 328 185
Basic and diluted net income (loss) per share (0.04) 0.06 0.02 0.01

(a) In the second quarter of 2002, the Company’s discontinued operation, PSG, recorded income from
operations of $2.9 million, primarily as the result of a termination fee received from a former customer
of the PSG, which was not included in the prior disposal estimate. PSG’s operating results are
presented as discontinued operations for all periods presented, see Note 12.

(b) In the fourth quarter of 2002, the Company’s discontinued operation, PSG, recorded income from
operations of $249,000, primarily resulting from lower than estimated disposal costs. Additionally, the
Company’s discontinued operation, DSG, recorded income from operations of $311,000 reflecting
lower than estimated closing costs. PSG and DSG’s operating results are presented as discontinued
operations for all periods presented, see Note 12.

(c) In the third quarter of 2003, the Company’s discontinued operation, PSG, recorded income from
operations of $212,000 based on the actual results of operations.
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Allowance for doubtful accounts:

Balance, December 31, 2000 $1,172
Provision 2,792
Recoveries .
Charge-offs (623)

Balance, December 31, 2001 3,341
Provision 311
Recoveries 16
Charge-offs (301)

Balance, December 31, 2002 3,367
Provision 300
Recoveries -
Charge-offs (206)

Balance, December 31, 2003 $3,461
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Agreement and Plan of Merger, dated as of December 16, 2002, among Health Management
Systems, Inc., HMS Holdings Corp. and HMS Acquisition Corp. (Incorporated by reference
to Exhibit 2.1 to Amendment No. | (“Amendment No. 1) to HMS Holdings Corp.’s
Registration Statement on Form S-4, File No. 333-100521 (the “Form S-4"))

Restated Certificate of Incorporation of HMS Holdings Corp. (Incorporated by reference to
Exhibit 3.1 to Amendment No. 1)

Certificate of Amendment to the Certificate of Incorporation of HMS Holdings Corp.
(Incorporated by reference to Exhibit 3.1(a) to HMS Holdings Corp.’s Registration
Statement on Form S-8, File No. 333-108436 (the 1999 Plan Form S-8”)

By-laws of HMS Holdings Corp. (Incorporated by reference to Exhibit 3.2 to the Form S-4)
Health Management Systems, Inc. Employee Stock Purchase Plan, as amended
(Incorporated by reference to Exhibit 10.2 to the January 1994 Form 10-Q and to Exhibit
10.1 to Health Management Systems, Inc.’s Quarterly Report on Form 10-Q for the quarter
ended January 31, 1995 (the "January 1995 Form 10-Q"))

Health Management Systems, Inc. 1995 Non-Employee Director Stock Option Plan
(Incorporated by reference to Exhibit 10.2 to the January 1995 Form 10-Q)

HMS Holdings Corp. 1999 Long-Term Incentive Stock Plan (Incorporated by reference to
Exhibit 4 to the 1999 Plan Form S-8)

Employment Agreement, dated as of October 2, 2000, between Health Management
Systems, Inc. and William F. Miller I (Incorporated by reference to Exhibit 10.17(i) to
Health Management Systems, Inc.’s Annual Report on Form 10-K for the year ended
October 31, 2000 (the "2000 Form 10-K"))

Amendment, dated as of November 4, 2003, to Employment Agreement between HMS
Holdings Corp. and William F. Miller III

Restricted Stock Purchase Agreement for 550,000 Common Shares dated January 10, 2001,
between Health Management Systems, Inc. and William F. Miller IlI (Incorporated by
reference to Exhibit 10.17(ii} to the 2000 Form 10-K)

Pledge Agreement, dated January 10, 2001, between Accelerated Claims Processing, Inc.
and William F. Miller III (Incorporated by reference to Exhibit 10.17(iii) to the 2000 Form
10-K)

Promissory note, dated January 10, 2001, in the principal amount of $721,875 between
William F. Miller IIT and Accelerated Claims Processing, Inc. (Incorporated by reference to
Exhibit 10.17(iv) to the 2000 Form 10-K)

Employment Agreement dated as of March 30, 2001 by and between Health Management
Systems, Inc. and Robert M. Holster (Incorporated by reference to Exhibit 10.2(i) to Health
Management Systems, Inc.’s Quarterly Report on Form 10-Q for the quarter ended April
30, 2001 (the “April 2001 Form 10-Q™))

Amendment dated as of February 11, 2004 to Employment Agreement between HMS
Holdings Corp. and Robert M. Holster

Stock Option Agreement dated as of March 30, 2001 by and between Health Management
Systems, Inc. and Robert M. Holster (Incorporated by reference to Exhibit 10.2(ii) to the
April 2001 Form 10-Q)

Employment Agreement dated as of January 1, 2003 by and between Health Management
Systems, Inc. and William C. Lucia (Incorporated by reference to Exhibit 10.13 to HMS
Holdings Corp.’s Annual Report on Form 10-K for the year ended December 31, 2002 (the
"2002 Form 10-K"))

Agreement for Financial Management Services, dated as of April 1, 2003, between
Accordis Inc. and the County of Los Angeles

Leases, dated September 24, 1981, September 24, 1982, and January 6, 1986, as amended,
between 401 Park Avenue South Associates and Health Management Systems, Inc.
(Incorporated by reference to Exhibit 10.13 to Health Management Systems, Inc.’s
Registration Statement on Form S-1, File No. 33-46446, dated June 9, 1992 and to Exhibit
10.5 to Health Management Systems, Inc.’s Quarterly Report on Form 10-Q for the quarter
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ended January 31, 1994)

Lease, dated as of March 15, 1996, by and between 387 PAS Enterprises, as Landlord, and
Health Management Systems, Inc., as Tenant (Incorporated by reference to Exhibit 10.2 to
Health Management Systems, Inc.’s Quarterly Report on Form 10-Q for the quarter ended
July 31, 1996 (the "July 1996 Form 10-Q"))

Fifth Amendment, dated May 30, 2000 to the lease for the entire eighth, ninth, and tenth
floors and part of the eleventh and twelfth floor between 401 Park Avenue South
Associates, LLC and Health Management Systems, Inc. (Incorporated by reference to
Exhibit 10.1 to Health Management Systems, Inc.’s Quarterly Report on Form 10-Q for the
quarter ended July 31, 2000 (the "July 2000 Form 10-Q"))

Sixth Amendment, dated May 1, 2000 to the lease for the entire eighth, ninth, and tenth
floors and part of the eleventh and twelfth floor between 401 Park Avenue South
Associates, LLC and Health Management Systems, Inc. Tenant (Incorporated by reference
to Exhibit 10.2 to the July 2000 Form 10-Q)

Seventh Amendment, dated April 1, 2001 to the lease for the entire eighth, ninth, and tenth
floors and part of the eleventh floor between 401 Park Avenue South Associates, LLC and
Health Management Systems, Inc. Tenant (Incorporated by reference to Exhibit 10.1(v) to
the April 2001 Form 10-Q)

Third Amendment, dated May 30, 2000 to the lease for a portion of the eleventh floor
between 401 Park Avenue South Associates, LLC and Health Management Systems, Inc.
(Incorporated by reference to Exhibit 10.3 to the July 2000 Form 10-Q)

Fourth Amendment, dated May 1, 2000 to the lease for a portion of the eleventh floor
between 401 Park Avenue South Associates, LLC and Health Management Systems, Inc.
(Incorporated by reference to Exhibit 10.4 to the July 2000 Form 10-Q)

Fifth Amendment, dated May 1, 2003 to the lease for a portion of the eleventh floor
between 401 Park Avenue South Associates, LLC and Health Management Systems, Inc.
(Incorporated by reference to Exhibit 10.1(vi) to the April 2001 Form 10-Q)

Fifth Amendment, dated May 30, 2000 to the lease for the fourth floor and the penthouse
between 401 Park Avenue South Associates, LLC and Health Management Systems, Inc.
(Incorporated by reference to Exhibit 10.7 to the July 2000 Form 10-Q)

Sixth Amendment, dated May 1, 2000 to the lease for the fourth floor and the penthouse
between 401 Park Avenue South Associates, LLC and Health Management Systems, Inc.
(Incorporated by reference to Exhibit 10.8 to the July 2000 Form 10-Q)

Seventh Amendment, dated March 1, 2001 to the lease for the fourth floor and the
penthouse between 401 Park Avenue South Associates, LLC and Health Management
Systems, Inc. (Incorporated by reference to Exhibit 10.1(iv) to the April 2001 Form 10-Q)
Sublease Agreement, dated December 23, 1997, between Health Management Systems, Inc.
and Shandwick USA, Inc. (Incorporated by reference to Exhibit 10.1 to Health Management
Systems, Inc.’s Quarterly Report on Form 10-Q for the quarter ended January 31, 1998 (the
"January 1998 Form 10-Q"))

Consent to Sublease, dated December 23, 1997, by 387 P.A.S. Enterprises to the subletting
by Health Management Systems, Inc. to Shandwick USA, Inc. (Incorporated by reference to
Exhibit 10.2 to the January 1998 Form 10-Q)

Sublease Agreement, dated as of January 2003, between Health Management Systems, Inc.
and Vitech Systems Group, Inc. (Incorporated by reference to Exhibit 10.17 to the 2002
Form 10-K)

List of Subsidiaries of HMS Holdings Corp.

Consent of KPMG LLP, independent auditors

Rule 13a-14(a)/15d-14(a) Certification of the Principal Executive Officer of HMS Holdings
Corp.

Rule 13a-14(a)/15d-14(a) Certification of the Principal Financial Officer of HMS Holdings
Corp.

Section 1350 Certification of the Principal Executive Officer of HMS Holdings Corp. The
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‘ information contained in this Exhibit shall not be deemed filed with the Securities and

Exchange Commission nor incorporated by reference in any registration statement filed by
the registrant under the Securities Act of 1933, as amended.

*32.2 Section 1350 Certification of the Principal Financial Officer of HMS Holdings Corp. The
information contained in this Exhibit shall not be deemed filed with the Securities and
Exchange Commission nor incorporated by reference in any registration statement filed by
the registrant under the Securities Act of 1933, as amended.

* Filed herewith.
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EXHIBIT 21

HMS HOLDINGS CORP.
LIST OF SUBSIDIARIES
State Of

Subsidiary Incorporation
ACCOTAIS TNC. oo New York
401 Park Avenue South
New York, NY 10016
Health Management Systems, INC. ..o New York
401 Park Avenue South
New York, NY 10016
Health Receivables Management, Inc. ..o e, Delaware
820 West Jackson Boulevard, Suite 725
Chicago, IL 60607
HMS Business Services INC. ..ottt e New York

401 Park Avenue South
New York, NY 10016




EXHIBIT 23

INDEPENDENT AUDITORS' CONSENT

The Board of Directors
HMS Holdings Corp.:

We consent to incorporation by reference in the Registration Statements on Form S-8 (Nos. 333-108436, 333-
108445 and 33-95326) of HMS Holdings Corp. of our report dated March 3, 2004, with respect to the consolidated
balance sheets of HMS Holdings Corp. and subsidiaries as of December 31, 2003 and 2002 and the related
consolidated statements of operations, shareholders' equity and comprehensive income/(loss), and cash flows for
each of the years in the three-year period ended December 31, 2003, and the related financial statement schedule,
which report appears in the December 31, 2003, Annual Report on Form 10-K of HMS Holdings Corp. Our report
refers to the Company’s adoption of the provisions of Statement of Financial Accounting Standards No. 142
“Goodwill and Other Intangible Assets”, in 2002,

/s/ KPMG LLP

Princeton, New Jersey
March 22, 2004




Exhibit 31.1
Certification Pursuant to Section 302 of the Sarbanes-Oxley act of 2002

1, William F. Miller, 111, certify that:
L. I have reviewed this report on Form 10-K of HMS Holdings Corp.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or
omit to state a material fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash flows of
the registrant as of, and for, the periods presented in this report;

4, The registrant’s other certifying officer and 1 are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the
registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information relating
to the registrant, including its consolidated subsidiaries, is made known to us by others within
those entities, particularly during the period in which this report is being prepared;

b) (Omitted)

c¢) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and
presented in this report our conclusions about the effectiveness of the disclosure controls and
procedures, as of the end of the period covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting
that occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal
quarter in the case of an annual report) that has materially affected, or is reasonably likely to
materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation
of internal control over financial reporting, to the registrant’s auditors and the audit committee of the
registrant’s Board of Directors (or other persons performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal
control over financial reporting which are reasonably likely to adversely affect the registrant’s
ability to record, process, summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date:  March 26, 2004
/s/ William F. Miller, IT1

William F. Miller, 111
Chairman and Chief Executive Officer




Exhibit 31.2

Certification Pursuant to Section 302 of the Sarbanes-Oxley act of 2002

I, Philip Rydzewski, certify that:
1. I'have reviewed this report on Form 10-K of HMS Holdings Corp.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or
omit to state a material fact necessary to make the statements made, in light of the circumstances under
which such statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash flows of
the registrant as of, and for, the periods presented in this report;

4, The registrant’s other certifying officer and I are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) for the
registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information relating
to the registrant, including its consolidated subsidiaries, is made known to us by others within
those entities, particularly during the period in which this report is being prepared;

b) (Omitted)

¢) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and
presented in this report our conclusions about the effectiveness of the disclosure controls and
procedures, as of the end of the period covered by this report based on such evaluation; and

d) Disclosed in this report any change in the registrant’s internal control over financial reporting
that occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal
quarter in the case of an annual report) that has materially affected, or is reasonably likely to
materially affect, the registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer and I have disclosed, based on our most recent evaluation
of internal control over financial reporting, to the registrant’s auditors and the audit committee of the
registrant’s Board of Directors (or other persons performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal
control over financial reporting which are reasonably likely to adversely affect the registrant’s
ability to record, process, summarize and report financial information; and

b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

Date:  March 26, 2004

/s/ Philip Rydzewski
Philip Rydzewski
Sentor Vice President and Chief Financial Officer




EXHIBIT 32.1

CERTIFICATION OF PRINCIPAL EXECUTIVE OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350

In connection with the accompanying Annual Report on Form 10-K of HMS Holdings Corp. for the year ended
December 31, 2003, 1, William F. Miller I1I, Chairman and Chief Executive Officer of HMS Holdings Corp., hereby
certify pursuant to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002,
to the best of my knowledge and belief, that: '

(1) such Annual Report on Form 10-K for the year ended
December 31, 2003, fully complies with the requirements
of section 13(a) or 15(d) of the Securities Exchange Act of
1934; and

(2) the information contained in such Annual Report on Form
10-K for the year ended December 31, 2003, fairly presents, in
all material respects, the financial condition and results of
operations of HMS Holdings Corp.

{S/ WILLIAM F. MILLER 1III
WILLIAM F. MILLER 111
Chairman and Chief Executive Officer

March 26, 2004

A signed copy of this written statement required by Section 906 has been provided to HMS Holdings, Inc. and will be
retained by HMS Holdings, Inc. and furnished to the Securities and Exchange Commission or its staff upon request.




EXHIBIT 32.2

CERTIFICATION OF PRINCIPAL FINANCIAL OFFICER
PURSUANT TO 18 U.S.C. SECTION 1350

In connection with the accompanying Annual Report on Form 10-K of HMS Holdings Corp. for the year ended
December 31, 2003, I, Philip Rydzewski, Chief Financial Officer of HMS Holdings Corp., hereby certify pursuant
to 18 U.S.C. Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002, to the best of my
knowledge and belief, that:

(1) such Annual Report on Form 10-K for the year ended
December 31, 2003, fully complies with the requirements
of section 13(a) or 15(d) of the Securities Exchange Act of
1934; and

(2) the information contained in such Annual Report on Form
10-K for the year ended December 31, 2003, fairly presents, in
all material respects, the financial condition and results of
operations of HMS Holdings Corp.

/S/PHILIP RYDZEWSKI
PHILIP RYDZEWSKI
Chief Financial Officer

March 26, 2004

A signed copy of this written statement required by Section 906 has been provided to HMS Holdings, Inc. and will be
retained by HMS Holdings, Inc. and furnished to the Securities and Exchange Commission or its staff upon request.



Board of Directors

William F. Miller I11
Chairman of the Board

and Chief Executive Officer
HMS Holdings Corp.

Randolph G. Brown
Private Investor and former Chairman
and CEQ ONE Inc.

James T. Kelly

Private Investor and former Chairman
and CEO Lincare Holdings, Inc.
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Private Investor and
former Managing Principal
Piedmont Venture Partners

Galen D. Powers
Attorney, Founder
Powers, Pyles, Sutter & Veruville, P.C.

Ellem A. Rudnick
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Entrepreneurship Program University of Chicago,
Graduate School of Business
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Capital Counsel, L.L.C.
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William F. Miller
Chairman of the Board and
Chief Executive Officer

Robert M. Holster
President and

Chief Operating Officer

Wiltiam C. Lucia
President, Health Management Systems, Inc.

Form 10-K Report/Quarterly Reporting

The Company’s Annual Report on Form 10-K, as filed with the Securities and Exchange Commission, is included as
part of this Annual Report. Copies of the Company’s quarterly earnings results and additional copies of the Form
10-K are available on the Internet at www.hmsholdings.com or upon request from HMSY’s Office of Investor

Corporate Headquarters:

401 Park Avenue South
New York, NY 10016
Tel. 212.725.7965
Fax. 212.857.5973

Other Offices:

Beverly, MA
Chicago, IL
Columbia, MD
Columbus, OH
Dallas, TX
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Los Angeles, CA
Panama City Beach, FL
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Springfield, IL
Tallahassee, FL

Relations, telephone 212.857.5423.

Stoeck Registrar and Transfer Agent

Questions with regard to registered shares of HMSY should be sent in writing to:
Mellon Investor Services LLC, 44 Wall Street, 6 Floor, New York, NY 10005.




